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Preface 


In 1938 the National Bureau of Economic Research inau¬ 
gurated a broad program of research in finance, under grants 
from the Association of Reserve City Bankers and the Rocke¬ 
feller Foundation. The initial project of this program has 
been a comprehensive investigation of the instalment financ¬ 
ing of consumers, an undertaking of which the present study 
of personal finance companies is one part. 

The term “instalment financing” is often used to mean 
only the financing of retail commodity purchases by instal¬ 
ment payments, but in this investigation we employ it to 
cover all consumer credit which entails the repayment of 
principal and the payment of interest in prescheduled 
amounts at regular intervals. Cash loans on instalment terms, 
as well as sales finance credit, are therefore included in the 
area of our study. We have further required, however, that 
the stated commitment of future consumer income be made 
under a formal legal instrument providing for definite and 
prompt legal action in the event of consumer default on a 
single payment, thus specifically excluding charge account 
or open book credit, whatever the special arrangements for its 
liquidation. We have also delimited the area of study by 
arbitrarily excluding home mortgage credit, because of its 
uglily specialized character and long maturities, although 
today it is an important form of consumer instalment credit. 

hus our definition of consumer instalment credit stipulates 
on the one hand an instalment basis of repayment scheduled 
under a formal legal instrument, and on the other hand a 
relatively short or intermediate term of contract. 
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Within the area of investigation so delimited a series of 
studies has been made, the ultimate focus of which is the 
relation between consumer instalment financing and eco¬ 
nomic stability. A group of five of these studies deals descrip¬ 
tively with the important agencies and institutions which 
participate in this type of consumer financing. These five 
studies were undertaken because there existed no accurate 
delineation of the credit methods and standards of the sev¬ 
eral specialized agencies of consumer instalment credit and 
of their role in financial organization. In addition to the 
present study of personal finance companies this group in¬ 
cludes separate studies of sales finance companies, Morris 
Plan and other industrial banking companies, government 
agencies in the field (Federal Housing Administration and 
Electric Home and Farm Authority), and commercial banks 
as agencies of consumer instalment credit. 

Of the other studies constituting the present project, two 
are statistical inquiries, undertaken to fill special gaps in 
the quantitative data on consumer instalment credit, and 
thus facilitate more accurate judgments regarding its growth 
and change and also its significance in the contemporary eco¬ 
nomic structure. One such study presents new estimates of 
the monthly and annual volume of this type of credit; the 
other depicts the pattern of consumer debt by income classes 
and by other social-economic characteristics for a recent year, 
1935-36. These studies, in conjunction with those that dis¬ 
cuss the institutions of consumer instalment financing, 
provide the factual setting for our investigation of the rela¬ 
tionship between such financing and economic stability. This 
problem of underlying economic implications is the subject 
of the capstone study of the project. 

The personal finance company, described in this volume, 
is otherwise known as the “small loan company’’ or the 
“licensed lender’’ since it operates under the sanction of 
special “small loan’’ legislation. It specializes almost ex- 
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clusively in the making of cash loans to consumers, and is 
one of the principal agencies extending this type of instal¬ 
ment credit. 

We are obligated to many individuals and organizations 
for assisting us in the preparation of this study. The Russell 
Sage Foundation, well known for its pioneering interest and 
continuing investigations in the small loan field, gener¬ 
ously made its files of state supervisory reports available for 
our use, and Rolf Nugent, Director of the Foundation’s De¬ 
partment of Consumer Credit, gave us the benefit of many 
suggestions and much technical help. The Consumer Credit 
Institute of America likewise made its file materials avail¬ 
able, and its economist, Margaret Grobben, aided us in many 
ways. A number of state supervisors furnished information 
in response to our inquiries. We are under special obligation 
to the three largest companies in the personal finance busi¬ 
ness, the American Investment Company of Illinois, the 
Beneficial Industrial Loan Corporation and the Household 
Finance Corporation. All three companies have made avail¬ 
able to us statistical data covering their operations, and their 
officers have supplied information on various phases of the 
business and given us many technical suggestions and criti¬ 
cisms. The extent to which we rely on data from these three 
companies is abundantly evident from the text. We are par¬ 
ticularly indebted to the officers of the Household Finance 
Corporation for making available to us their company’s ex¬ 
tensive internal studies dealing with credit experience in 
personal finance lending. 

For criticisms of the manuscript we are indebted to the 
research staff of the National Bureau. Other readers whose 
critical suggestions have been helpful include Burr Black¬ 
burn, Household Finance Corporation; Fred H. Clarkson, 
Consumer Credit Institute of America; LeBaron Foster] 
Poliak Foundation; Wilfred Helms, Household Finance 
Corporation; David Lichtenstein, American Investment 
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Company of Illinois; M. R. Neifeld, Beneficial Industrial 
Loan Corporation; W. W. Riefler, Institute for Advanced 
Study; Roland Robinson, Division of Research, Board of 
Governors of the Federal Reserve System; William Howard 
Steiner, Brooklyn College; Theodore Yntema, University 
of Chicago. We have been aided too by the counsel of many 
bank credit officers who have had long experience in ex¬ 
tending bank loans to personal finance companies, and our 
obligations to Arthur W. Newton of the First National Bank 
of Chicago are particularly great. To Frank B. Hubachek, 
counsel for the Household Finance Corporation, we owe 
a special acknowledgment for his careful checking of our 
tabulation of small loan legislation and for his many tech¬ 
nical criticisms of our manuscript. 

This study has taken final form only as a result of the 
collaborative efforts of several members of the Financial Re¬ 
search staff; each has made a special contribution, and each 
has been indispensable to the whole. 

Eli Shapiro was responsible for the statistical tabulations 
presented in Chapters 1 and 5. 

Ralph Wood made the initial studies which formed the 
basis of Chapters 2, 3 and 4, and assisted in preparing other 
sections of the study. 

David Durand made the study of customer charges that is 
contained in Chapter 6. 

Raymond J. Saulnier prepared the study of the effects of 
legal rate changes in Chapter 7 and also the analysis of re¬ 
lations among lenders presented in Chapter 8, as well as col¬ 
laborating in other parts of the study. 

Isabel L. Davis prepared the original draft of the summary, 
and assisted in editing the first draft of the manuscript. 

Elizabeth Todd was in full charge of editing the manu¬ 
script for publication. 

George W. Blattner, who served as Director of the National 
Bureau’s Financial Research Project during 1938, was re- 



PREFACE 


Xlll 


sponsible for the initiation and direction of the studies in 
the field of consumer instalment financing from the incep¬ 
tion of the investigation until his illness in the fall of 
that year. Those of us who were associated closely with him 
in the formative stages of the various studies included in 
this project owe him a special debt of gratitude for his cordial 
assistance in all phases of our work. 


December 1939 


Ralph A. Young, Director 
Financial Research Program 
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Summary Survey 


The personal finance business as it exists today has grown 
out of legislative attempts to combat the loan-shark evil, 
which had arisen because the usury statutes prevented the 
profitable lending of small sums at legitimate rates. In 30 
states, the District of Columbia and Hawaii laws are now in 
effect which regulate this business. Licensed lenders are 
granted statutory permission to make one over all charge, in¬ 
cluding interest, at a rate not to exceed a certain specified 
percentage. The maximum legal rate ranges in general from 
2 to 3*4 percent per month, computed on the unpaid balance 
of the loan, and in most states S300 is the largest amount that 
may be lent on these terms. The principal is repaid in equal 
instalments over a specified period, varying mainly between 
5 and 20 months. 

the significance of personal finance 

COMPANY CREDIT 

The volume of personal finance company receivables has in¬ 
creased in the last two decades from about S20.000.000 to 
nearly S400.000.000 (including about $50,000,000 of interest 
due and to become due), held at the end of 1937 by licensed 
lenders in 27 states; this estimate represents about two-fifths 
«f the consumer loan receivables of all cash-lending agencies 
at that date. During the period 1933-37 probably between 17 
and 23 percent of all the non-farm family and individual 
income-receiving units in the country obtained credit ac¬ 
commodation from personal finance companies. Approxi- 
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mately 3,000,000 individuals, concentrated in somewhat more 
than half the states, are estimated to have been borrowers 
from licensed lenders in 1937. 

Between cash loan and sales finance credit—the two major 
types of consumer instalment credit—there are important 
differences. Sales finance credit is invariably associated with 
the transfer of a commodity, while cash loan credit, although 
often used for the purchase of a commodity, is sought for 
many other purposes as well. Personal finance companies, un¬ 
like sales finance companies, deal directly with the borrower, 
extend only cash loans, state aggregate charges usually as a 
percent per month of unpaid loan balance, and for security 
rely chiefly on the character of the borrower. A basic legal 
distinction exists in the matter of charges: those of sales fi¬ 
nance companies are not interest within the legal meaning of 
the term, and may therefore be determined by a process of 
bargaining, but those of cash lenders are subject to statutory 
regulation. The total volume of credit extended by personal 
finance companies is much smaller than that extended by 
sales finance companies—probably only about one-third as 
great. 

The differences between personal finance companies and 
other cash-lending agencies are much less marked. Indus¬ 
trial and Morris Plan banking companies, and the personal 
loan departments of commercial banks, are in many ways 
the closest rivals of personal finance companies in the con¬ 
sumer cash loan field. The banks, however, make loans up to 
$2000 or more, as compared with the usual $300 limit set for 
personal finance companies, and they tend to charge lower 
rates. Credit unions and remedial loan societies, the other 
cash-lending agencies, are relatively unimportant in volume. 

The leading industrial and semi-industrial states show 
the largest concentration of lending activities; 9 of them 
accounted in 1937 for more than three-fourths of the receiv¬ 
ables of personal finance companies and for almost three- 
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fourths of the licensed loan offices. The density of loan of¬ 
fices per 100,000 of population varied in that year from 0.2 
in Tennessee to 9.1 in Colorado; available information indi¬ 
cates that facilities are almost non-existent where maximum 
legal rates of charge are relatively low, and that where the 
small loan law allows state authorities to restrict the number 
of licensees facilities are less numerous than in other states. 
The availability of credit facilities does not, however, indi¬ 
cate the extent to which they are used by consumers. This 
may be estimated from outstandings per 100,000 of popula¬ 
tion; in many states there is no direct relationship between 
the availability and the utilization of facilities. 

Most state laws governing personal finance companies are 
modeled on the Uniform Small Loan Law, first drafted in 
1916 by the Russell Sage Foundation, which has pioneered 
in such legislation. This model law has been revised at in¬ 
tervals, and in its sixth and latest draft, published in January 
1935, it continues previous provisions regarding size of loan, 
licensing, supervision, relations with borrowers, penalties and 
exemptions, but suggests a graduated instead of a fixed maxi¬ 
mum rate. On December 1, 1939, small loan legislation in 
34 states, the District of Columbia and Hawaii resembled 
the model law; in 5 states it differed widely from the model. 
Even in the former group, however, the statutes of the vari¬ 
ous states were not equally effective in achieving their 
purposes. 

Personal finance offices may be operated by individuals, 
partnerships or corporations. The corporate form has be¬ 
come increasingly important with the rise in chain lending. At 
the end of 1937 the two largest chain companies held almost 
40 percent of the reported outstandings of all personal finance 
companies in the country. Chains enjoy certain operating ad¬ 
vantages, but independent lenders, especially in some local¬ 
ities, are able to compete with them effectively. 

At first personal finance companies obtained their funds 
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largely from the investment of individual entrepreneurs, 
later from reinvestment of earnings, then from the marketing 
of stocks and bonds, and finally from the short-term money 
market. Today these companies have access to all leading 
credit facilities—a change, apparent even since 1929, which 
indicates their increasing recognition as established credit 
agencies. Especially the chain companies make use of short¬ 
term borrowing as a source of funds, obtaining credit from 
commercial banks and also selling notes in the open market. 
Data applying to Indiana, the only state for which compara¬ 
tive figures are available, indicate that independent individ¬ 
uals and partnerships depend less on borrowed capital than 
do other forms of personal finance company organization. 

THE LOAN AND ITS MARKET 

Personal finance loans are made in any amount up to the 
legal limit, which is usually S300. The average size of loan 
varies in different states, depending somewhat on the extent 
of the region’s industrialization and on the height of the 
maximum legal rate of charge: in agricultural and semi-in¬ 
dustrial states, and in states that permit a charge of 3lA per¬ 
cent per month, the average loan is usually smaller than it 
is in industrial states and in those that allow a charge no 
higher than 2 Vi percent. While the available data are not 
conclusive, they indicate that the average loan has been in¬ 
creasing in size for a number of years, running currently, for 
the country as a whole, a little less than SI50. 

Most loans are repayable over a period of 5 to 20 months. 
But because many borrowers arrange new loans in order to 
liquidate existing balances and to obtain additional sums, 
the actual life span of an individual loan is typically, ac¬ 
cording to data from one large chain company, between 8 A 
and 12 months, while the total period of customer indebted¬ 
ness is usually 26 to 29 months. 
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Loans are most frequently secured by chattel mortgages, 
although the use of the unsecured note is increasingly prev¬ 
alent, amounting in a number of states to 10 to 30 percent 
of all loans extended. Use of the endorsed and the comaker 
note varies considerably in different states. Loans on wage 
assignments are rare, except in Illinois. 

Personal finance companies draw their customers almost 
entirely from urban residents whose annual incomes are be¬ 
tween $500 and $3500, a range which contains over three- 
fourths of the non-farm income-receiving units of the coun¬ 
try. The experience of three chain companies, which together 
handle about half the dollar volume in licensed small loans, 
indicates that three-fourths of all loans made by personal fi¬ 
nance companies are to borrowers with annual incomes be¬ 
tween $1000 and $2500. In general, customers whose monthly 
incomes are below $200 obtain loans approximately equal 
to, or somewhat greater than, one month’s income; those re¬ 
ceiving $200 or more obtain loans somewhat smaller than 
one month’s income. 

Although borrowers from personal finance companies are 
drawn from a variety of occupations, the wage-earning and 
clerical groups constitute the major source of demand. Ac¬ 
cording to data from the same three chains, these two broad 
groups provide roughly three-fourths of the customers for 
personal finance credit, a proportion about equal to, or pos¬ 
sibly a little higher than, the representation of these occupa¬ 
tions among all non-farm, non-relief families in the country. 
Business and professional groups are next in importance as 
borrowers; farmers constitute a very minor source of demand. 

Any classification of loans according to reasons for bor¬ 
rowing or intended use of funds must be based on borrower 
statements made at the time of loan application, and is there¬ 
fore somewhat arbitrary. Available data give some indication, 
however, of the types of maladjustment between income and 
expenditure which most frequently necessitate borrowing. 
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The records of one large chain for 1933-37 show that about 
half the loans were made to meet “an unusual large expendi¬ 
ture,*’ and more than a third were needed because the bor¬ 
rower had failed to provide for periodic expenses. About 6 
percent were due to emergencies such as illness or unem¬ 
ployment. 

Data from three large chains on the intended use of bor¬ 
rowed funds indicate that more than one-sixth of all loans 
are applied to the basic living expenses which are represented 
by non-durable consumer goods, and that almost the same 
proportion are applied to medical and funeral expenses. Re¬ 
financing is the purpose of a significant proportion of all 
loans—a proportion ranging from 25 to 75 percent according 
to the classifications used. Finally, a small percentage of loans 
are used for business purposes, indicating that no sharp dis¬ 
tinction can be drawn between producer and consumer credit 
in personal finance lending. 

OPERATING METHODS AND COLLECTION 
EXPERIENCE 

Personal finance lenders actively solicit loan applications 
from former borrowers, and also applications from present 
borrowers for additional sums. Well over half of all appli¬ 
cants come from one of these groups. New customers are 
sought too, of course, through advertising and special in¬ 
ducements of various kinds, but their applications are ac¬ 
cepted in much smaller proportions than are those of present 
and former borrowers. In their selection of customers lenders 
also attempt to diversify their risks, both occupationally and 
geographically. The need for diversification is, in fact, one 
reason for the growth of chains, and distribution of risks was 
probably a factor in the relative stability of the earnings of 
personal finance chains throughout the depression years. 

The basic staff for a loan office consists of a manager, an 
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outside man and a clerk; such a staff can handle about 750 
loans, representing outstandings of as much as §100,000. A 
minimum volume of §50,000 is regarded as essential for a 
chain office to operate profitably. Chain operation necessi¬ 
tates centralized control and uniform training of personnel. 

Successful operation of a personal finance company re¬ 
quires that at least ninety-five out of every hundred loans 
pay out, and that delinquency be kept at a minimum. There¬ 
fore the detection of dubious risks is a vital factor in credit 
administration. The procedure involves a private interview 
by the manager, during which the first selection is made. A 
not insignificant proportion of applications are refused at 
this time, without further consideration—14 percent, ac¬ 
cording to the experience of one chain company in the period 
1933-37. All applicants that are considered eligible are care¬ 
fully investigated through various channels, this procedure 
being greatly facilitated when the applicant is a present or 
former customer. 

On some delinquent loans payments are overdue on both 
principal and charges, and on others the tardiness is on prin¬ 
cipal payments alone. The extent of both types of delinquency 
has been estimated at 15 percent (the ratio of unpaid prin¬ 
cipal on all delinquent accounts to unpaid principal on all 
outstanding accounts). Figures which exclude “delinquency 
on principal only” show wide variation, ranging from 3 to 
14 percent in 1937 for 15 states for which data are available. 

When borrowers cannot meet payments due, or when they 
seek additional funds before a loan is paid off, refinancing is 
often arranged, the new contract usually having the same 
terms as the original. “Renewal” loans—those that are refi¬ 
nanced without the provision of new funds—are rare, but 
the extension of new funds to present borrowers is a highly 
important source of business. Foreclosure on chattel mort¬ 
gages is seldom resorted to, because this practice alienates 
community goodwill, and the amount realized from the sale 
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of chattels almost never covers the unpaid balance out¬ 
standing. 

Data from two chain lenders indicate, as would be ex¬ 
pected, a fairly close relationship between trends in delin¬ 
quency experience and in bad-debt loss. For one of these 
lenders over 40 percent of the accounts charged off in 1937 
had been delinquent 90 days or more on both principal and 
charges. The length of delinquency at the time of charge-off 
is somewhat less when delinquency is measured, as in this 
figure, from the last date on which at least some payment 
was received, than when it is measured from the last pay¬ 
ment of charges plus half the principal instalment due; this 
is because payments typically fall off before they cease 
altogether. 

Bad-debt losses in the years before 1929 have been esti¬ 
mated at less than 2 percent of total outstandings for chattel 
lenders, and less than V 2 percent for endorsed-note lenders. 
During the following depression years these losses rose 
sharply, but substantial recoveries on charged-off accounts 
were subsequently made. 

Though small in proportion to total loans, bad-debt losses 
form a substantial part of the operating expenses of personal 
finance companies. Data covering all states for which such 
figures are available show that bad-debt losses of all reporting 
personal finance lenders averaged 10.3 percent of total ex¬ 
penses in 1929, 22.7 percent in 1932 and 10.6 percent in 

1936. 

A special analysis of a large sample of loans made by one 
chain, according to the method of their termination, gives a 
clear summary of trends in the collection experience of per¬ 
sonal finance companies. Only about 1 percent of the loans 
were terminated by charge-off, and a substantial proportion 
were fully repaid in cash; in fact, repayment before scheduled 
maturity was not at all uncommon. The majority of the loans, 
however, were terminated by a new loan—nearly three-fifths 
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of those to new and former customers and three-fourths of 
those to customers who were already repeat borrowers. This 
is striking evidence of the importance of present customers 
as a steady source of demand for the credit extended by per¬ 
sonal finance companies. 

CREDIT STANDARDS 

The personal finance lender must choose carefully among po¬ 
tential borrowers in order to avoid costly collection prob¬ 
lems. In each case his decision depends partly on certain in¬ 
tangible factors, not capable of statistical measurement, but 
it depends also on certain* characteristics of the borrower and 
of the loan contract which are capable of empirical analysis 
in relation to charge-off experience. Our analysis of these 
latter indicators of credit risk is based on the charge-off ex¬ 
perience of one large chain lender between 1933 and 1937. 
The data naturally reflect the lending policies of this particu¬ 
lar firm and therefore are not necessarily typical of the experi¬ 
ence of the entire trade, but they are based on a large 
volume of business and they are fairly representative of cer¬ 
tain central factors in credit risk for this type of lending. 

During the period 1934-37 charge-offs on loans to new 
customers, who constituted about one-fourth of all borrow- 
eis, weie more numerous than average. Former customers, 
about one-seventh of the total, were by far the best risks, but 
present customers (those who refinance an unpaid balance 
and receive additional funds) were numerically far more im¬ 
portant than any other group, and they too had a better than 
average record. Loans to renewal customers (those who refi¬ 
nance an existing balance but receive no additional funds) 

were very few, and they showed the highest relative number 
of charge-offs. 

More than four-fifths of all loans made during 1936 and 
1937 were secured by household goods, and these loans had a 
charge-off record well above average. Unsecured loans, with 
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the exception of those to teachers, showed the least favorable 
credit record. Teacher loans, constituting about 6 percent 
of the total, were easily the best risks; even when teacher 
loans are charged off, the balance owed is a smaller propor¬ 
tion of the original loan than it is in the case of charge-offs 
of loans to non-teachers. These facts lend support to the gen¬ 
eral practice among personal finance companies of viewing 
schoolteachers as preferred risks. 

In the period 1934-37 one out of every three borrowers 
had a monthly income of $100-150; the average loan to this 
group was $152, and its credit record was very slightly poorer 
than average. About one-sixth of the borrowers received in¬ 
comes lower than this, and they showed notably poorer credit 
records. In fact, charge-off experience improved in direct re¬ 
lation to the income of the borrower; this is readily under¬ 
standable since payments absorb a larger proportion of the 
monthly income of borrowers in the lower brackets, and also 
impinge to a greater degree on basic living requirements. 

The stability of a borrower's income may be even more 
important than its size, and this factor in credit risk may be 
evaluated to some extent by the borrower’s occupation and 
the industry with which he is affiliated. During 1933-37 
charge-off experience was worse than average on loans to 
proprietors, unskilled workers and salespersons; it was better 
than average on loans to skilled and semi-skilled workers, 
managers, superintendents and foremen, schoolteachers and 
others in professional pursuits, persons with independent in¬ 
comes, and office and clerical workers. Over this period of 
general recovery there was a tendency for collections from 
unskilled workers and professional persons (other than teach¬ 
ers) to become relatively better, and for those from salesper¬ 
sons and office and clerical workers to become relatively 

worse. 

As to the borrower’s industrial affiliation, in 1933-37 postal 
service, telephone and telegraph, agricultural, railroad and 
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streetcar, public and professional service, and iron and steel 
groups provided the most desirable credit risks, while min¬ 
ing, truck and taxicab, domestic and personal service, build¬ 
ing and construction, food manufacture, and wholesale and 
retail trade groups accounted for the poorest credit risks. The 
records of most of these industries were consistent through¬ 
out the period. 

In general, charge-offs vary directly with the size of loan, 
but the trend is broken at the $300 loan class, which included 
about 20 percent of the total number and 36 percent of the 
dollar volume of all loans made in the period 1934-37. These 
$300 loans showed a record only slightly poorer than average, 
and markedly better than that of $250-300 loans, possibly 
because a higher than average proportion of $300 loans are 
made to borrowers with higher incomes and to members of 
those occupational groups that typically provide the better 
risks. It seems likely, however, that size of loan is no more 
than a secondary determinant of credit risk, for its signifi¬ 
cance is notably contradicted in the data on certain other 
factors in relation to charge-off experience. 

A special classification of charged-off accounts according to 
whether they were suspect at the time the loans were made 
reveals that among all except new borrowers the likelihood 
that a doubtful loan will be charged off is at least five times 
as gieat as that for a loan that was considered sound when 
made. But in this as in other findings concerning credit risk 
it should not be inferred that all worse than average credit 
risks should be refused. It is likely that on the whole the addi¬ 
tional income they provide is greater than the additional 
costs that they entail. 

expenses and income 

By far the major source of personal finance company income 
is the charges collected on loans, which in 1937 averaged 97.5 
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percent of the gross income of licensed lenders in 15 states. 
The balance was derived from collections on accounts pre¬ 
viously charged off (2 percent), interest on bank balances, 
authorized fees and “other income.” Expressed as a percent 
of "average employed assets,” gross income declined steadily 
from 28.6 in 1929 to 26.0 in 1933, but improved to 27.3 in 
1936. 

A distribution of expenses, representing averages for 
1934-36, shows that salaries made up almost 40 percent of 
total expenses (not including interest on borrowed funds), 
that bad debts and insurance against loss constituted about 
13 percent, and advertising about 11 percent. Total expenses, 
exclusive of interest, averaged about 18 percent of average em¬ 
ployed assets in the years 1929-36, with bad debts and insur¬ 
ance showing the greatest variation of any of the individual 
items during this period. The data that are available on 
money costs as an item of expense suggest that variations in 
interest rates on borrowed funds have a relatively slight 
effect on total expenses, and are therefore of minor signifi¬ 
cance as a determinant of charges. 

Net income as a percent of average employed assets, ob¬ 
tained by subtracting the percentage for total expenses from 
that for gross income, does not show actual return on invest¬ 
ment but when calculated for a several-year period it does 
indicate the magnitude and direction of fluctuation in profits. 
It is interesting to note that during 1929-36 net income 
ranged from about 7 to 12 percent of average employed as¬ 
sets? it was highest in the first three years of this period, low¬ 
est in the next three years, and steady at about 9 percent 

during 1935-36. 

The relationship between size of office and profitability 
may be examined for the two industrial states, Illinois and 
New Jersey. In 1937 net return tended to vary directly with 
size of office, both of them measured by year-end employed 
assets. This indication that definite operating economies are 
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associated with larger volume is confirmed by the fact that 
there was a general tendency not only for gross earnings to 
be higher for larger offices but also for total expenses in per¬ 
cent of gioss earnings to be lower. In view of the greater 
profitability of the larger offices it is not surprising to find 
that they control a substantial share of the personal finance 
business in these two states. 

Data for various types of lenders in the state of Indiana 
show that chain lenders have, on the whole, the largest of¬ 
fices, enjoy the highest ratio of gross earnings to total em¬ 
ployed assets, and show a lower ratio of expenses to earnings 
than any other type except partnerships; the latter, though 
second smallest in average size, have the lowest expense ratio 
and the highest net return on employed assets. While varia¬ 
tions in lending policy and in accounting practices may cause 
some of the differences observed among the various types of 
Indiana lenders, it seems reasonable to assume that chains 
occupy a comparatively favorable profit position, especially 

in view of the corroborative evidence from the analysis of 
office size. 


RATES OF CHARGE 

In any state the maximum legal charge on personal finance 
company loans is not necessarily the charge made by all 
enders, but the various legal maxima are representative of 
the types of rates that are quoted. At present 13 states and the 
uistnct of Columbia set as a maximum a fiat monthly per¬ 
centage of the unpaid balance of the loan; the per annum 
equivalent of such a rate is of course twelve times the monthly 
rate, and this latter percentage times the average outstanding 
balance gives the total dollar charge for one year. In 14 state! 
and Hawaii the maximum legal charge is a combination of 
one rate on the unpaid balance up to a specified figure and a 
lowei rate on the remainder, a form of quotation which is 
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suggested in the latest draft of the Uniform Small Loan Law. 
One state, Missouri, provides for a combination rate of this 
type graduated according to the original size of the loan 
rather than according to the unpaid balance. A rate which 
provides for a regular interest charge and, in addition, for 
certain stipulated fees, is permitted in a few states. Such a 
rate, and also the combination rate, makes it difficult for the 
borrower to compute total charges per year, either in per¬ 
centage or in dollar terms. 

There has been much controversy as to the ideal form of 
rate schedule, some experts favoring the flat percentage rate, 
because of its simplicity, and others contending that rates 
should be adjusted in such a way as to reflect the actual costs 
incurred in various typical circumstances. No adequate 
studies have been made, however, on the actual costs of vari¬ 
ous types of loans. Available studies classify total costs ac¬ 
cording to several all-inclusive categories (such as investiga¬ 
tion cost, carrying cost, capital cost) and calculate from this 
the average cost per loan. Such a computation gives results 
which make it clear why lenders consider very small loans, 
and loans repaid within a very short time, as unprofitable 
under a flat rate of charge, but as a meaningful treatment of 
costs it has serious shortcomings. First, there are several cost 
items which do not fit into any convenient category and must 
be allocated according to an arbitrary standard. And second, 
the very concept of average cost makes it necessary to ignore 
such significant variables as size and duration of loan, size of 
office, type of borrower, and nature of the security. Nor is 
average cost a reliable determinant of lending policy. If the 
lender’s facilities are not fully utilized he may find it expe¬ 
dient to make loans of a type which, according to the cri¬ 
terion of average costs, would be unprofitable at existing 
rates; in other words, his average cost may be reduced by the 
additional volume of business. 
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THE EFFECTS OF CHANGES IN MAXIMUM 
LEGAL RATES 

To support their contention that if licensed credit facilities 
are to be provided to low income groups legal rates must be 
high enough to encourage profitable operation, lenders often 
cite the experience of states that have drastically changed the 
maximum rate provisions of their small loan laws. Data are 
not available for a complete analysis of the effects of such 
changes, but fairly complete information is available for 5 
states. 

In New Jersey the maximum legal rate was reduced, ef¬ 
fective February 15, 1930, from 3 to D/ 2 percent per month. 
Between 1929 and 1931 there was a sharp drop in the number 
of licensed lenders and in the amount of loans outstanding, 
while the size of the average loan increased substantially. 
During this same period the personal finance business in 
Massachusetts, a state similar to New Jersey in its economic 
structure, and also licensed lending in the country as a whole, 
showed the opposite trend; it therefore seems probable that 
these New Jersey changes cannot be attributed to general 
economic conditions. 

In 1932 the law was amended, raising the maximum legal 
rate to 2«/ 2 percent per month. Thereafter the volume of out¬ 
standings rose sharply and the average size of loan decreased, 
while both remained fairly constant in Massachusetts. There 
was only a slight rise in the number of loan offices in New 
Jersey, but this may be explained by certain provisions of 
the amended law regarding the size and number of offices. 

A late reduction from 3 Vi to 2 percent per month was in 
effect in West Virginia from 1929 until 1933. Here too the 
period of lower rates showed a great decrease in the number 
of licensees and in loans outstanding, a decrease far out of 
proportion to that in the country as a whole, and there is 
some indication that the situation encouraged illegal lending. 
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In the middle of 1933 an amendment became effective which 
raised the maximum rate from 2 percent to 3!/ 2 -2 Vs graduated 
at $150 and, as in New Jersey, making certain stipulations as 
to the size and number of offices. Subsequently both the num¬ 
ber of licensees and the amount of loans outstanding in¬ 
creased far more than in the country as a whole. 

Georgia reduced its legal maximum in 1935 from 31/2 to 
1 y 2 percent per month and this rate is still in effect. By 1937 
licensed lenders had practically disappeared from the state, 
and various forms of illegal lending are said to have de¬ 


veloped. 

The Tennessee rate change, which took effect in February 
1937, amounted to a reduction from 3'A to V/s percent per 
month. It is estimated that since that time the number of 
licensed lenders operating in the state has decreased by al¬ 
most 90 percent, and that the capital invested in the industry 
has decreased 95 percent. In a single year after the rate 

change the volume of loans fell 87 percent. 

The Missouri rate reduction—from 3V4 to 2 A percent per 
month—became effective in August 1929. Not only was the 
reduction less severe than any of the others, but when it oc¬ 
curred the Missouri small loan law had been in operation 
for only two years and the industry was still expanding rap¬ 
idly; thus the effects of the change were somewhat different 
from those in the other states. The number of licensees fel 
sharply but the volume of loans outstanding remained about 
the same for two years, decreased somewhat during the next 
two years of general business depression, and by 1937 had al¬ 
most regained its 1929 level. Immediately after the reduction 
the average loan became larger, but then tended to decline 
in size. Late in 1939 the law was modified to increase the rate 


to 3 percent on loans of $100 and less. 

Even with due allowance for the fact that rate changes can¬ 
not be examined apart from the specific conditions prevailing 
in the state, it appears reasonable to draw a few broad con- 
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elusions as to the effects of such changes. After a rate reduc¬ 
tion many licensed lenders go out of business or move to 
neighboring states, and there is evidence that illegal lenders 
increase in number. There is also a decrease in the volume of 
outstanding loans. The average size of the loan offices that re¬ 
main shows no conclusive trend, perhaps partly because of 
insufficient data, but available information suggests that 
fewer small-size loans are made. A rate increase, on the other 
hand, appears to be accompanied by a rise in the number of 
licensed lenders and in the volume of loans outstanding. 


RELATIONS AMONG LENDERS 

Cooperative relations among personal finance companies have 
developed from the need to initiate and maintain special per¬ 
missive legislation, and also from attempts to foster the de¬ 
mand for small loans, to protect the interests of lenders, and 
to supply to one another the services which can best be pro¬ 
vided by concerted action. There is one national organiza¬ 
tion in the business, the American Association of Personal 
Finance Companies, located in Washington, D. C.; its mem¬ 
bership comprises about a third of all reported licensees, and 
represents three-quarters of the total volume of outstanding 
loans. The main purpose of the Association is to elevate the 
standards of business conduct in the trade and to promote 
a more favorable public attitude toward licensed lending. 
Direct services to its members include the publication of a 
monthly magazine and of an annual roster of licensees, and 
also the provision of advertising information and other ad¬ 
vice on lending practices. Through its National Council the 
Association maintains contacts with the 27 voluntary state as¬ 
sociations; the latter represent their members at legislative 
hearings and otherwise perform much the same functions as 
the national association. Local organizations function chiefly 

for the exchange of credit information, and sometimes serve 
as collecting agencies. 
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Competition among licensed lenders is reflected mainly in 
the terms which they quote to borrowers. The upper limits 
to the rates they may charge is set by the small loan laws, but 
competition may bring quoted rates below this level and 
ease other terms of the contract; it may also determine the 
amount of money that a company will lend to any one bor¬ 
rower. Small competitive rate cuts are not likely to cause bor¬ 
rowers to shift from one lender to another, although substan¬ 
tial rate cuts may do so. 

Competition between personal finance companies and 
other consumer credit agencies is becoming increasingly im¬ 
portant. The trend is for all such agencies to diversify their 
activities, and a complicated situation has thus been created 
wherein companies that might serve fairly distinct markets 
find themselves offering practically the same services to the 
same potential customers. 

Finally, in states where maximum legal rates are low, li¬ 
censed lenders meet competition also from unlicensed lend¬ 
ers, particularly on middle-size loans, and fiom licensed 
lenders in neighboring states where higher legal charges make 
possible a less restricted lending policy. 

The natural limitations of the small loan market serve to 
restrict competition to some extent, and in some states super¬ 
visory authorities are empowered to limit the number of 
offices in a single community. It is quite possible, however, 
that a few large offices with high operating efficiency may 
mean a more competitive situation than many small offices. 
Competition, not only among personal finance companies 
but also among all consumer credit agencies, would un¬ 
doubtedly be stiffened if they all quoted rates on a uniform 
basis; with the present variation in the methods of rate quo¬ 
tation it is difficult for the borrower to compare the prices 
he must pay for the various kinds of credit available to him. 
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The Significance of Personal Finance 
Company Credit 


The modern personal finance company specializes in small 
cash loans, usually limited to a $300 maximum. Repayments 
on principal, made in equal instalments, generally ex¬ 
tend over a period of 5 to 20 months, although the loan 
period is gradually being extended to cover a period of 
1 to 30 months. The business originated in legislative at- 
tempts to combat the loan-shark evil, and is conducted 
under statutory permission to make one overall charge, 
including interest. Such permission is granted only to 
lenders who submit to license requirements and conform 
to regulations provided for the borrower’s protection. Laws 
designed to permit the personal finance business, subject to 
regulations, have been enacted in 39 states, the District of 
Columbia and Hawaii. The latter two jurisdictions and 31 
of the 39 states have laws resembling the Uniform Small 
Loan Law, a model draft first published by the Russell Sage 
Foundation in 1916 and subsequently revised at intervals. 
The Foundation has played an important part in developing 
and sponsoring legislation in this field. 

In those states in which the personal finance business is 
authorized the maximum rate of charge ranges, for the most 
part, from 2 to 3>/ 2 percent per month, computed on unpaid 
balance. These rates are either a fixed monthly percentage 
oi a graduated charge with one rate applying to the first $100 
or $150 of unpaid balance and with a lower monthly rate 
applying to the remainder. The percentage rate represents 


21 


22 


PERSONAL FINANCE COMPANIES 


an all-inclusive charge, covering the entire cost of the loan 
to the borrower. 

The rise of personal finance companies reflects the need 
for credit facilities which will help consumers to finance un¬ 
usual personal and family expenditures. The borrower may 
seek this type of financing either because of an accumulation 
of many small debts or because of a large expenditure which 
he is unable or unwilling to meet from a single paycheck or 
from savings. By borrowing in this way he is enabled to 
make a series of small regular payments from current in¬ 
come, and to spread them over a period of many months. 
This kind of credit was available before the rise of the per¬ 
sonal finance company, but at exorbitant rates and without 
legal sanction. 

QUANTITATIVE IMPORTANCE OF PERSONAL 
FINANCE COMPANY CREDIT 

The significance of personal finance lending in the modern 
credit economy is indicated both by the volume of consumer 
debt to which it gives rise and by the number of individuals 
who avail themselves of small personal loans. Volume figures 
covering reporting licensed lenders in 27 of the states whose 
legal enactments resemble the Uniform Small Loan Law 
show total small loan receivables outstanding at the end of 
1937 of about $338,000,000. 1 This figure, however, repre¬ 
sents only the face amount of unpaid loan balances outstand¬ 
ing; it excludes interest due but not received, and interest 
to become due before the expiration of the current loans. If 
comparison is to be made with similar figures for other con¬ 
sumer instalment credit agencies, these items must be in¬ 
cluded.- We estimate that $47,000,000 to $54,000,000 should 

2 In the personal finance business customer notes cover only principal bor¬ 
rowed: interest is charged at inclusive monthly rates. In other fields of con¬ 
sumer credit, such as sales finance and personal loan credit from indus ria 
banks and commercial banks, customer notes cover principal borrowed plus 



SIGNIFICANCE OF PERSONAL CREDIT 


2.3 


be adequate to cover interest due and to become due. 3 I be 
total personal finance debt may therefore be set at $385,- 
000,000 to $392,000,000. The consumer loan receivables of 
all cash-lending agencies combined may be set provisionally 
at approximately $900,000,000 as of the end of 1937; thus 
the personal loan companies held a little over two-fifths of 
the total. This volume of receivables of licensed personal 
finance companies has been built up over a relatively short 
span of years; two decades ago probably less than $20,000,000 
was outstanding in licensed small loans. 4 

According to available data about 3.000,000 individuals, 
or approximately 9 percent of the estimated total of non¬ 
farm family and individual income-receiving units in the 
nation, 5 were borrowers from personal finance companies at 
the end of 1937.® Probably as many as 17 to 23 percent of all 
non-farm family and individual income-receiving units in 


finance charges. Instalment receivables outstanding in these other fields there¬ 
fore contain a finance charge debt as well as a debt on unpaid principal 


account. 

3 The “interest due and to become due" item has been estimated from the 
, , . (d + 2) 

formula oi --—. in which o is outstandings, i is monthly inteiest rate, and 


d is duration of loan. According to information supplied hv Rolf Nugent. 
Director of the Department of Consumer Credit of the Russell Sage Founda¬ 
tion, the average duration of personal finance loans approximates 15 months, 
and the average rate of charge is 2.8 percent. Using Nugent's figures in the 
above formula, we get $53,700.0(10. If instead of Nugent s figure ol 15 months 
duration we use 13 months-a figure obtained for several states from a collec¬ 
tions ratio (outstandings divided by average monthly collcctions)-wc get 
$-17,300,000 instead of $53,700,000. These two figures, then, give the estimated 
range within which the true value of interest due and to become due prob¬ 
ably lies. 1 

‘Rolf Nugent. “Small Loan Debt in the United States." Journal of Business 
University of Chicago, vol. 7. no. 1 (January 1934). 

The total number of family and individual income-receiving units of the 
nation for 1935-36 is estimated by the National Resources Committee to be 
39.158,300 (Consumer Incomes in the United States, 1938. p. f,). F,- 0 m this 
total we exclude farm non-relief families, numbering slightly over 6,000.000 
because only an insignificant fraction of personal finance company borrowers 
come from this group. 

6 As estimated by M. R. Ncifcld of the Beneficial Management Corporation in 
Personal Finance Comes of Age (1939) p. 138. 
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the country obtained credit accommodation from personal 
finance companies during the period 1933-37. 7 Since in many 
states lack of permissive legislation precluded access to the 
services of licensed lenders, the states having legalized lend¬ 
ing contained, of course, an even greater proportion of non¬ 
farm income receivers using personal finance facilities over 
this period. In fact, the 3,000,000 or more borrowers from 
licensed lenders at the end of 1937 were concentrated in 
somewhat more than half the states, including the more 
populous industrial states, most of which have enacted com¬ 
prehensive small loan laws. 


PERSONAL FINANCE AND OTHER CONSUMER 
INSTALMENT CREDIT 

The two principal types of consumer credit extended on 
instalment or serial repayment terms arc cash loan credit and 
sales finance credit. 8 They cannot be contrasted, as is often 
done, on the ground that only the latter is concerned with 
a commodity transfer to a final consumer. It can only be said 
that sales finance credit is invariably associated with such a 
transfer, while cash loan credit, including personal finance, 
although often extended for the immediate purchase of com¬ 
modities or services, is sought for many other purposes as 
well. 

The essential feature of sales financing is an advance of 
credit for the purchase of a specific commodity, the resale 
value of which serves as technical security for the loan. The 
first extension of credit is by the retail dealer who, in effect, 
lends to the customer an amount that equals the selling price 
of the commodity plus charges for the credit—and possibly 

7 In relating the number of borrowers to the number of families plus single 
individuals, we are assuming that the number of instances in which two or 
more borrowers come from the same family is insignificant. 

8 Sec National Bureau of Economic Research (Financial Research Program), 
Sales Finance Companies and Their Credit Practices, by Ralph A. Young and 
W. C. Plummer (ms. 1939). 
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plus costs of insurance against theft or damage—minus the 
required down payment. The retail dealer often sells the 
instalment purchase contract to a sales finance company, and 
the customer undertakes to pay off his indebtedness accord¬ 
ing to a specified schedule of equal—ordinarily monthly— 
instalments. There has been no transfer of cash between the 
purchaser and the seller, but the former has, in effect, ob¬ 
tained an article by means of a loan. 

The making of cash loans is the primary activity of per¬ 
sonal finance lenders licensed under small loan laws. Many 
of these cash loans are used to purchase commodities, and a 
considerable number of personal finance companies actively 
encourage borrowing for this purpose. The chief features 
that distinguish personal finance from sales finance companies 
are that they deal directly with the borrower, extend only 
cash loans, state their aggregate charges usually as so many 
percent per month of the unpaid loan balance, and extend 
loans chiefly upon the “character” of the borrower, taking a 
chattel mortgage or other security primarily for psychological 
effect. Sales finance companies, on the other hand, do not 
ordinarily negotiate directly with ultimate consumers; they 
state their charges in many different ways that do not permit 
of ready comparison; and as security for the credit extended 
they value their equity in the commodity serving as collateral 
more highly than do personal finance companies. 

Theie is, moreover, a basic legal distinction between the 
two types of credit. Under traditional legal doctrine any 
charge to an individual debtor for the use of borrowed money 
is interest, and is therefore subject to possible statutory re<m- 

,;° n of mterest r «cs. But the special charge imposed by 
sellers on instalment buyers is not interest within the le^al 
meaning of the term; it is rather a differential charge added 
to t e cash selling price to compensate the seller for the 
special costs, inconvenience and risks incurred in a credit 
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sale. 9 Thus in sales finance transactions buyers and sellers 
of commodities are free, so far as usury laws are concerned, 
to determine mutually acceptable finance charges by a proc¬ 
ess of bargaining, while cash lenders must conform in their 
charges to regulative statutes. The situation may change, 
however, when instalment purchase contracts are readjusted 
or extended in order to bring them within the purchaser’s 
ability to pay and thus avoid default and repossession. New 
contracts to refinance instalment purchase deals are regarded 
by many sales finance companies as money loans, and hence 
as governed by statutory interest provisions. 10 In order to 
take advantage of the higher interest charges permitted under 
small loan laws, a number of sales finance companies operate 
licensed small loan affiliates whose business is primarily de¬ 
rived from the refinancing needs of instalment buyers. 

Quantitatively the credit extended by sales finance com¬ 
panies is much more important than that extended by per¬ 
sonal finance companies. The amount of instalment loan 
paper held by the licensed personal finance lenders is prob¬ 
ably less than a third of that held by sales finance companies. 
While total outstanding consumer debt to personal finance 
companies approximated $385,000,000 at the end of 1937, a 
group of 224 automobile finance companies, whose business 
does not cover the entire field of automobile financing, held 
then over $1,000,000,000 in instalment receivables. 11 The in¬ 
clusion of furniture, radio, refrigerator and other paper held 
by sales finance companies would swell the total considerably. 


o Although charges made by sales finance companies are not n°w general > 
subject to usury laws, there is of course nothing in traditional legal doctru 
to prevent regulation of the sales finance business. 

10 L P C gal doctrine in this matter is in a state of flux. According to a ruling of 
October 15 1936 by the Indiana State Department of Financial Institutions, 
fh rged among either activities with the regulation of retail sales financing 
a partially unperformed contract "may be modified by the agree, nent o th 
parties to extend the time and manner of payment so long as he finance 
charge is not more than it would have been if the contract had oi.g.nally 

been entered into for the longer period.’ 14 1939 

n According to a Bureau of the Census release dated February 14, 193* 


% 
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Personal finance companies are not the only agencies ex¬ 
tending small cash loans on an instalment basis. Morris Plan 
and other industrial banking companies, personal loan de¬ 
partments of commercial banks, credit unions and remedial 
loan societies are the principal other agencies of this type. 
Remedial loan societies were originally semi-philanthropic 
agencies, but several of them are now strictly commercial 
ventures; they make loans at comparatively low rates of 
charge, but their resources at present suffice to meet only a 
very small fraction of the consumer credit demand which 
responds to such low rates. Credit unions arc cooperative 
societies with rates also relatively low and with resources 
derived largely from member deposits. Their loan volume 
is much smaller than that of any other cash-lending agency 
except remedial loan societies. Industrial and Morris Plan 
banking companies and personal loan departments of com¬ 
mercial banks are in many ways the closest rivals of personal 
finance companies in the consumer cash loan field. In types 
of service both compete, in greater or less degree, with per¬ 
sonal finance companies, but while the latter are usually re- 
stiictcd to a maximum loan of $300, industrial and commer¬ 
cial banks make consumer loans up to $2000 and more. The 
banks charge lower rates than those of personal finance com¬ 
panies, but they average larger loans and they draw borrowers 
from more secure and more stable economic classes. 


GEOGRAPHIC DISTRIBUTION OF PERSONAL 
FINANCE COMPANY FACILITIES 

The scope of personal finance company operations in 29 of 
the 34 states that have enactments resembling the Uniform 
Small Loan Law is shown in Table 1, which gives the num¬ 
ber of licensees and the volume of reported outstanding at 
t ie end of 1937, both in absolute figures and per 100 000 of 
population. More than 3,600 licensees were reported by the 
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American Association of Personal Finance Companies, and 
over 3,300 were reported by state supervisory authorities; 
for the 27 states for which data were available receivables 
outstanding totaled $338,000,000. The greatest proportion of 
lending activity was in leading industrial and semi-industrial 
states, 9 of which accounted for more than three-fourths of 
receivables and for almost three-fourths of the loan offices. 12 
Wide variations among states in average outstandings per 
loan office make the number of loan offices a less significant 
figure than the volume of outstandings in judging the rela¬ 
tive concentration of personal finance lending; Pennsylvania 
with 502 licensees is first in number of loan offices, but ranks 
after New York and Ohio in outstandings. 

The relative availability of personal finance facilities is 
most readily gauged by the density of loan offices per 100,000 
of population, which varied in 1937 from 0.2 in Tennessee 
to 9.1 in Colorado. With three exceptions, Missouri, New 
Jersey and New York, all states reporting outstanding unpaid 
balances in excess of $10,000,000 had a loan office density of 
4 or more per 100,000 of population. Available information 
indicates that facilities are almost non-existent where maxi¬ 
mum legal rates of charge are relatively low, 13 as in Ten¬ 
nessee, and that where the small loan law empowers the state 
banking department to restrict the number of licensees in 
any particular community, as in New Jersey and New York, 
facilities are less numerous than in other states. 

The comparative utilization of personal small loan facili¬ 
ties is clearly shown by outstandings per 100,000 of popula¬ 
tion. In general, states having a loan office density of 4 or 
above show outstandings per 100,000 of population of $300,- 
000 or more. The ranking of states differs considerably, how¬ 
ever, as between availability and utilization of facilities. 

1= In order of importance, according to receivables outstanding: New York, 
Ohio. Pennsylvania, Illinois, Michigan, Massachusetts, Indiana, New Jcist> 

and Missouri. . . 7 

is The effects of reductions in maximum legal rates are discussed in Chapter 7. 
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Table 1 

GEOGRAPHIC DISTRIBUTION OF PERSONAL FINANCE COM¬ 
PANIES IN 29 STATES, AND THEIR RECEIVABLES OUT¬ 
STANDING, DECEMBER 31, 1937 a 


State 

Licensees Reported 

Outstandings 

By Amer. 
Assoc, of 
Personal 
Fin. 
Cos. b 

By State 
Banking 
Depts. 

Per 

100,000 

of 

Popula¬ 
tion c 

Rep. by 
State Bank¬ 
ing Depts. 
(in thou¬ 
sands) 

Per 

100,000 

of 

Popula¬ 
tion c 

Arizona 

32 

d 

7.8 

S 1,276* 

S311,980 

Colorado 

98 

98 

9.1 

<1 

<1 

Connecticut 

81 

88 

5.0 

7,543 

432,016 

Florida 

75 

43 

2.6 

2,976 

179,927 

Georgia 

7 

8 

.3 

d 

d 


Illinois 354 

Indiana 301 

Iowa 1 36 

Kentucky 32 

Louisiana 82 

Maine 32 

Maryland 129 

Massachusetts 206 

Michigan 192 

Missouri 97 

Nebraska 107 

New Hampshire 9 

New Jersey 102 

New York 271 

Ohio 460 

Oregon 49 

Pennsylvania 502 

Rhode Island 67 

Tennessee 6 

Utah 25 

Vermont 10 

Virginia 73 

West Virginia 42 

Wisconsin 42 

Total 3,619 


358 

274 

117 

32 

80 

13 

112 

183 

191 

92 

72 

d 

105 

265 

421 

46 

502 

61 

d 

18 

9 

68 

41* 

43 

3,340 


4.5 
7.9 

4.6 
1 

3 
1 
6 

4 

4 
2 

5 
1 
2 
2 

6 


1 

7 

5 

6 
1 
0 

3 
2 

8 

4 
0 
2 


4.5 

4.9 

8.9 

.2 


3 

2 

2 

2 

1 

3 


5 

3 

5 

2 

5 

6 


35,054 
17,229 
7,675 
3,069 f 
6,610 

2,264 
9,773 
20,744 
22,411 
10,167 

5,662 
105« 
15,946 
53,067 
50,064' 

1,935 
40,762 
4,705 
411* 
1,369 h 
446 
6,246 
4,552 1 
5,801 

337,862 


443,722 

495,086 

299,688 

105,682 

309,312 

263,562 

579,656 

465,530 

465,248 

255,004 

412,082 

20,508 

365,818 

407,393 

740,482 

188,965 

399,314 

685,860 

14,251 

263,776 

116,449 

232,193 

246,978 

198,054 

384,833 


S&ssr sma " — 

i V N« e ivi!ubi a c ilable; °' herWisC thc fis^ is ™d ntS ‘ S USCd ‘ hC 26 CaSCS 

• As of July 1 , 1937 ? Es <‘matcd. 

1 After deduction of resetves for bad debts. i £ ' ” 7 ' 
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Thus Ohio, with a loan office density of 6.2, utilized these 
facilities to the extent of §740,000 per 100,000 of population, 
but Arizona, with a loan office ratio of 7.8, showed outstand¬ 
ings of only $312,000 per 100,000. No simple explanation of 
these differences can be advanced. They can be accounted 
for in some measure by the relative concentration of popula¬ 
tion in urban industrial areas, and by the income and indus¬ 
trial composition of the population. High maximum legal 
rates appear to exercise some influence, permitting lenders 
to extend loans more freely among less reliable borrower 
groups. Another factor, of course, is the period of time dur¬ 
ing which legalized small lending has been practiced at rates 
attractive to lenders, a longer period enabling lenders to 
adjust their facilities more effectively to demand. One large 
chain lender has found that communities seemingly similar 
in all outward respects may contain widely varying numbers 
of borrowers, but it is not possible to say whether the reason 
lies in management, in varying local attitudes toward debt 
or in some other factor not readily perceivable. 

LEGAL BASIS OF PERSONAL FINANCE 
COMPANY OPERATIONS 

The personal finance business in its present form is an 
adaptation to specific legislative enactments. In most states 
until comparatively recently general statutory requirements 
as to interest charges precluded the lending of small sums at 
a profit, and this credit function was therefore fulfilled only 
in defiance of the law and at usurious rates. Sanction for 
higher legal charges was acquired only when the high-cost 
character of the small loan business became sufficiently widely 
recognized to compel permissive legislation. Underlying this 
legislation was a belief that statutory limitations on maxi¬ 
mum interest rates must be relaxed in order to bring under 
regulation the lending of small sums to consumers, and to 
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encourage the flow of legitimate capital into such lending. 
In return for legal sanction of special interest charges lenders 
were required, for the protection of the borrower, to be 
licensed and to conform to certain standards of lending and 
collection in such matters as form of contract, maximum size 
of loan, repayment before maturity and penalties for infrac¬ 
tions of the law. 

The formulation of a practical model for uniform legisla¬ 
tion in this field resulted largely from the work of two 
agencies, the Russell Sage Foundation and the National 
Federation of Remedial Loan Associations. Promotion of 
better standards in the lending of small sums has been a 
primary objective of the Russell Sage Foundation. 14 In 1907, 
the year of its establishment, this organization adopted a 
program actively sponsoring research in the small loan field 
and promoting the work of the remedial loan societies; later 
it cooperated closely with the National Federation in oppos¬ 
ing unregulated lending and urging the passage of adequate 
small loan legislation. The National Federation was organ¬ 
ized in 1909 to unify the work of the remedials, and Arthur 
H. Ham, a pioneer research worker in the small loan field 
for the Russell Sage Foundation, was active in both organiza¬ 
tions. Within a few years many unlicensed lenders began to 
recognize the advantages that would accompany legal sanc¬ 
tion of their operations, and in 1916 representatives of com¬ 
mercial lenders, remedial loan societies and the Russell Sage 
Foundation agreed upon a compromise plan for a Uniform 
Small Loan Law. This proposed law, in its original or in an 

amended form, has served as the model for most small loan 
legislation enacted since 1916. 16 


The sixth and latest draft of the model law was published 

"JsTl rn^ n R °^ n «? n iv nd ROlf , N : Uge j nt * Re S ulation of the Small Loan Busi - 

Zerial used'hte “* “ lhiS S ‘ Udy ‘° r mUch of the histori “ 1 

!’ For a m ° r< ; dctailed hist0I 7 of the various drafts of the Uniform Small Loan 
Law sec Robinson and Nugent, 0 p. tit., Chapter 6 . and F. B. Hubachek 
Annotations on Small Loan Laws (1938) pp. 4-6, 53 - 54 . ' 
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in January 1935, and a seventh draft is in preparation 
(1939). 10 Drafts subsequent to the first have clarified various 
provisions and extended the scope of state supervisory powers. 
Recently the important changes have concerned rates; the 
principal modification introduced by the sixth draft was the 
substitution of a graduated rate, as described below, for the 
earlier fixed maximum rate of 3'/ 2 percent. 17 A summary of 
the chief provisions of the sixth draft follows: 

Size of Loan. Loans are limited to a maximum of $300. This 
amount was chosen after preliminary studies of the market for 
small loans, and the limitation serves to restrict the lending activ¬ 
ities of licensees. 

Maximum Rate. The proposed maximum rate is 3/ 2 percent 
per month on the unpaid balance up to $100, and 2i/o percent 
per month on the remainder. No other charges or fees are per¬ 
mitted, and interest cannot be deducted in advance or com¬ 
pounded. 18 The borrower may repay in full before scheduled 
maturity, and may be charged only for the period during which 
lie has the use of the money. 

License. A license is required for each office. The supervisory 
authority, usually the state banking department, may license only 
persons of approved character and must consider community 
needs for additional loan office facilities. Applicants must have 
liquid assets of $25,000 per office, and must file a surety bond of 
$1000 or more to insure compliance with the law and protection 
of borrowers. No other business may be conducted in connection 
with the loan business without the consent of the licensing 
authority. 

Supervision. To enable the supervisory authority to enforce 
the law, lenders must keep adequate records, file an annual report 
and permit examination at least once a year. The specified 

io The seventh draft is not expected to differ substantially from the sixth. 

17 In proposing the initial maximum rate the Foundation recommended that 
it he reconsidered by each state after a reasonable period, 
is The term "interest," when used for the charges of licensed lenders, includes 
all sums which the borrower may be required to pay: when emplosxd by 
other lenders it may and frequently does include only a part of the charges 

paid by the borrower. 
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licensing 


o official is authorized and empowered to make such gen¬ 
eral rules and regulations as may be necessary for the proper 
conduct of the business and enforcement of the law. 

Regulations with Borrowers. Lenders must refrain from using 

o 

misleading advertising. The borrower must receive a dear writ ten 
statement of the terms of his contract, receipts for payments 
made, and the canceled note and security upon final payment. 
The lender must not accept from the borrower a note that is 
incompletely drawn, or a power of attorney or confession of 
judgment. Loans require the written consent of both husband and 
wife when made on the security of wage assignment or chattel 
mortgage on household furniture. 

Penalties. Both licensees and unlicensed lenders are criminally 
liable for violation of the law; in such event their loans arc void 
and their licenses, if any, suspended or revoked. 

Exemptions. National and state banks, savings banks, trust 
companies, building and loan associations, credit unions and 
licensed pawnbrokers are exempted from the law . 19 

Small loan legislation of some kind had been adopted in 
19 states and the District of Columbia by 1921, a number 
since increased to 39, including most of the leading indus¬ 
trial states. On December 1, 1939, the District of Columbia, 
Hawaii and 34 states had legislation resembling the model 
law, while in the remaining 5 states the small loan legisla¬ 
tion deviated widely from the model. These two groups of 
states are classified in Table 2 according to the maximum 
rate of charge permitted. Of the total number, 5 states have a 
fixed maximum rate of 3V 2 percent per month on unpaid 
balance, and another 5 have a fixed maximum of 3 percent; 
others have various combinations of rates, and a few have 
fees. The 9 states which have no special laws covering small 
loans are: Idaho, Kansas, Montana, Nevada, North Dakota. 
Oklahoma, South Carolina, South Dakota and Washington. 

J 9 The intent of this provision is to exclude from the requirements of the 

ChargC SUb “> -r rates q or are rented 
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Table 2 

SMALL LOAN LEGISLATION AS OF DECEMBER 1, 1939, 
CLASSIFIED BY CONFORMITY TO UNIFORM SMALL LOAN 
LAW AND BY MAXIMUM CHARGES AUTHORIZED 1 


LAWS RESEMBLING THE UNIFORM 
SMALL LOAN LAW 

With flat maximum rate oj charge 
Arizona, Florida, Louisiana, Maryland, 
Virginia 

Minnesota, Ohio, ! Oregon, 3 Rhode 
Island, Utah 
New Jersey 
New Hampshire 4 
Georgia 5 

District of Columbia 5 
Arkansas 5 - 8 
Alabama 5 

With graduated maximum rate oj charge 
Kentucky, West Virginia 
Hawaii 

Illinois, Maine, 7 New York 
Michigan 

Iowa, 8 Massachusetts, 8 - 9 Pennsylvania 10 
Indiana 8 - 11 
Connecticut 
Missouri 13 

Vermont 
California 13 
Wisconsin 8 

With other forms of charge 
Colorado, Nebraska, New Mexico 
Tennessee 


MAXIMUM MONTHLY CHARCE ON UNPAID 
PRINCIPAL BALANCE 


3K2% 

3% 

2 34% 

2 % 

1H% 

1 % 

10% per year 
8% per year 

334% on fi fSt Si 50; 234% on remainder 
334% on first S100; 234% on remainder 
3 % on first Si 50; 234% on remainder 
3 % on first $100; 2^2% on remainder 

3 % on first SI 50; 2 % on remainder 

3 % on first SI 50; 134% ° n remainder 
3 % on first S100; 2 % on remainder 

3% on loans of SI00 and less; 234% on 
loans of more than SI00 
234% on first S125; 234% on remainder 
234% on first SI00; 2 % on remainder 
234% on first SI00; 2% on second S100; 
1 % on remainder 

10% per year, plus other charges 14 
6% per year, plus expense fee 5 - 15 


LAWS WHICH DO NOT RESEMBLE THE UNIFORM SMALL LOAN LAW 

Delaware—Applies to loans up to S500. Rate is 6% per year, computed on 
original amount of loan and payable in advance, plus service charge of 2% 
of the loan. 

Mississippi—10% per year plus fees that vary with size of loan. Company subject 
to S2000 privilege tax if rate of interest exceeds 20% per year. 

North Carolina 18 —6% per year. 

Texas—Loans subject to 10% per year maximum interest rate fixed by usury 
law and state constitution. 

Wyoming 18 —25% per year. 
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1 Wc are indebted to Frank B. Hubachck, counsel for the Household Finance 
Corporation, for help in revising this table and bringing it up to date. All rate 
quotations are maximum rates per month on unpaid balance, unless otherwise 
indicated. 

As a possible alternative to classifying existing small loan legislation accord¬ 
ing to this standard Mr. Hubachck suggests a rlaxsiluation based upon the 
effectiveness of the legislation. Such a classification requires at least three 
subdivisions: effectiveness in providing capital to he lent; effectiveness in 
regulating the lawful lending business; and effectiveness in preventing high- 
rate lending. Mr. Hubachck has kindly supplied us with the lollowing listing 
based on these criteria. 

Laws in 27 states, and in Hawaii, resemble a draft of the Uniform Small Loan 
Law and meet the first test of effectiveness and in many cases the second and 
third: Arizona, California, Connecticut, Florida, Illinois. Indiana. Iowa. Ken¬ 
tucky, Louisiana, Maine, Maryland, Massachusetts, Michigan. Minnesota, 
Missouri. New Hampshire, New Jersey, New York, Ohio. Oregon. I'ennsvl- 
vania. Rhode Island, Utah, Vermont, Virginia. West Virginia. Wisconsin. 

Laws in 3 states—Colorado, Nebraska. New Mexico—differ matcriallv in rate 
structure and other provisions from the Uniform Draft, but those in the first 
two have been effective in creating an adequate source of credit; the third 
has not been in effect long enough to permit judgment. None of these laws 
has succeeded in regulating legal lenders or in prohibiting illegal lending. 

Laws in 1 states—Alabama. Arkansas. Georgia and Tennessee—and in the 
District of Columbia resemble the Uniform Draft but permit such a low 
maximum rate that they arc totally ineffective. 

Laws in 5 states—Delaware. Mississippi, North Carolina. Texas and Wvoming 
-are fragmentary and ineffective, vet they contain enough material to be 
included under small loan legislation. 

2 Fee of SI on loans of S50 or less; on loans of more than S300 small loan rate 
permissible up to S300 and usury rate of 8 percent per year on balance. 

3 Minimum charge of SI per month on secured loans. 

4 Fee of Si on loans of $50 or less; $2 fee on loans over $50. 

3 Maximum rate alleged to be too low to enable licensed lenders to operate. 

6 Maximum interest rate of 10 percent per year is fixed by general usury law and 
state constitution. 

7 Minimum charge of 25 cents per month. 

8 Rate subject to administrative control. 

* 1 his is rate on chattel loans and comaker and endorsed paper. Other rates are- 
unsecured loans, 3 percent per month on first Si50, 2>, percent on remainder- 
real estate loans, 2 percent per month; loans secured by certain bonds, stocks! 
bank books or insurance policies, 1 percent per month. 

n r atC l 6 PCFCCnt pCr yCar on balanccs outstanding after 18 months. 

I cc of :>0 cents on certain loans. 

«X C aW a bala„ C cc. gradUa,Cd “ am ° Un ' ° floa " -cording 

ZdTr“ cTncfir'^Hhc t'„ 2 dr Cn ' ^ m ° mh " hCn ,HC SCCUrh >- ,akr " U - 

;; ProMsions regarding fees and charges are obscure. 

limitation Onil^ ' **"*? P ° r m ° nth) is not an authorization but a 
limitation. Only expenses incurred may be charged. 

Licenses not required; regulation fragmentary. 
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ORGANIZATIONAL STRUCTURE OF PERSONAL 
FINANCE COMPANIES 

The Uniform Small Loan Law does not require any particu¬ 
lar type of structure for lending companies, and therefore 
loan offices are operated by individuals and partnerships as 
well as by corporations. The corporate form of organization 
was seldom used before the adoption of small loan legisla¬ 
tion, but has since become increasingly important, particu¬ 
larly with the rise of chain lending and the great increase 
in the number of chain offices. 

In the period that preceded the drafting of uniform legis¬ 
lation personal finance lending was carried on both by chain 
offices and by independent, single-office units, the former 
usually operating under distinctive names without revelation 
of common ownership. The beginning of licensed lending 
was marked by a substantial, though temporary, decline in 
chain organization; some chain lenders transferred their loan 
funds and equipment to states that had not adopted the 
model small loan law, while others, in becoming licensed 
lenders, consolidated their offices. Those operating single 
offices generally found it too inconvenient to shift their 
operations to unregulated states, and many became licensed 
lenders. 

Although chain business was comparatively small in the 
first years of licensed lending, it grew rapidly after 1920, 
resulting in a significant concentration of personal finance 
business in the hands of a few chain companies.-’ 0 This is 
shown by the record of the two largest companies: the Bene¬ 
ficial Industrial Loan Corporation owned 54 offices in 1922 

20 The concentration of the personal finance business in the hands of chain 
lenders is strikingly illustrated by Indiana data. In 1937 about 55 percent of 
the number of offices and 73 percent of total employed assets were controlled 
by chains: these figures, incidentally, reveal the larger average si/c of the 
chain office. The offices of local chains, more numerous than those of outside 
chains, controlled a proportionate share of the total assets—roughly . r >0 per¬ 
cent; outside chains, with only 8 percent of the offices, held as much as 21 
percent of all personal finance assets. See Table 35, p. 119. 
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but rose to 303 in 1932 and 372 at the close of 1937; the 
Household Finance Corporation, with 35 ofTices in 1918 and 
62 in 1927, had 151 by 1932 and 215 (not including 13 in 
Canada) at the close of 1937. According to a recent estimate 
chains held 66 percent of all outstandings of licensed per¬ 
sonal Finance companies at the close of 1932, at which time 
the two largest chains, Beneficial and Household, had 30 
percent of all the business.- 1 At the end of 1937 Beneficial 
had $72,000,000 of receivables and Household $61,000,000, 
the two companies together holding almost 10 percent of the 
$338,000,000 outstandings that were reported for the entire 
country. 

The chief advantages enjoyed by chain organizations arc: 
easier access to sources of capital; mobility of capital, in that 
funds may be transferred from office to office in accordance 
with the demand for loans; geographic diversification of risk, 
including the risk of reductions in legal rates of charge; 
economies of large-scale organization, permitting the devel¬ 
opment of more refined and more systematic accounting 
controls. 


Despite the advantages of chain-office organization, many 
independently operated loan offices are reported to be profit¬ 
able enterprises, particularly in communities where compet¬ 
ing offices are few. Even where the market is shared with 
chain offices, they frequently compete effectively for business. 
Long-established relations with customers may account for 
the success of an independent office, community goodwill ob¬ 
viating the necessity for advertising expense. Again, an inde¬ 
pendent ofi.ee operated by a skilful owner-manager, using 
part-time employees and unpretentious office quarters, may 
enjoy lower salary and overhead expense than the typical 
chain office. Advantages derived from convenient office loca¬ 
tion, a vital factor in attaining profitable loan volume, may 


Robinson and Nugent, of,, cit., n. 
ing and single-office lending is based 


H3. The above discussion of chain lend- 
upon pp. 141-44 of Robinson and Nugent. 
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account for the success of a particular independent lender. 
Finally, an independent lender may successfully compete 
with a chain lender in the same community by having less 
exacting credit requirements; though he may thus incur 
higher losses he compensates them by charging higher 
rates. 

The absorption of independent offices is one method by 
which chain organizations have expanded; establishment of 
new offices is another; enlargement of existing offices a third. 
Extension in the number of loan offices operated under one 
management has usually resulted from a combination of 
these methods, though one large chain declares that it ex¬ 
panded, as a matter of policy, primarily through the estab¬ 
lishment of its own new offices. 

SOURCES OF FUNDS 

The financing of small loan companies has developed along 
familiar lines, with some modifications arising from the 
unique character of the business. In the earliest stage prac¬ 
tically all capital consisted of the investment of individual 
entrepreneurs. Then the reinvestment of earnings played an 
important and even a dominant role. Next the marketing 
of both stocks and bonds, the latter carrying high coupon 
rates and sometimes profit-sharing provisions, was under¬ 
taken by the loan companies themselves. Finally, toward the 
end of the 1920’s, the flotation of securities was accepted by 
established investment banking houses, and the facilities of 
the short-term money market began to be used increasingly 
by the leading companies. 

The changing financial structure of personal finance com¬ 
panies during recent years, though partly ascribable to al¬ 
tered capital market conditions and to the sharp decline in 
interest rates, mirrors the changing status of this business 
within the national economy. These companies now have 
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comparatively easy access to the leading credit facilities 
of the financial world—commercial banks, the commercial 
paper market and the security markets—a development that 
signals their recognition as stable, established financial agen¬ 
cies. The change, particularly marked in the case of chain 
lenders, is apparent even in so short a period as 1929-37. 

This is evident from Table 3, which shows the relative 


importance of invested and borrowed capital for two groups 
of chain lenders in 1929, 1933 and 1937, and for a third 
group in 1937. Total assets doubled during this period, but 
while the equity capital (common stock and surplus) of the 
two largest chains and of five other chains was more than 
half of total assets in 1929, it amounted to only about onc- 
third in 1937. The latter ratio was paralleled very closely by 
thirteen other chains in the same year. Preferred stock also 
showed a tendency to decline in relative importance as a 
source of funds. Borrowed capital, on the other hand, in¬ 
creased both relatively and absolutely, for although the small 
amount of funded debt existing in 1929 had practically dis¬ 
appeared by 1937, the proportionate importance of short¬ 
term debt more than doubled for the five chains and more 
than tripled for the largest two. 


Today chain companies not only obtain a large part of 
their short-term funds from commercial banks but, in addi¬ 
tion, sell notes in the open market through commercial paper 
dealers. In Table 4 wherever notes payable have a peak level 
greater than the bank credit line the excess indicates funds 
obtained through the open market, although this by no 
means measures the total of funds so obtained.^ One com 
pany the Industria! Bankers' Securities Corporation, re¬ 
ported in 193/ a peak level of notes payable that was double 
the amount of its bank line. 
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Table 4 

BANK LINES OF SELECTED PERSONAL FINANCE CHAINS, 
AND PEAK LEVEL AND LOW POINT OF NOTES PAYABLE, 

1937“ 


Company 


Bank Line 


Peak Level oj Low Point oj 

Notes Payable Notes Payable 


American Investment Company 
of Illinois 

Beneficial Industrial Loan Cor¬ 
poration 

Capital Loan and Savings Com¬ 
pany 

Commonwealth Loan Company 
Family Loan Society 
Household Finance Corporation 
Ideal Financing Association 
Industrial Bankers’ Securities 
Corporation 

Local Loan Company of Dela¬ 
ware 

Monroe Loan Society 
North American Finance Corpo¬ 
ration 


S 3 , 850,000 

S 3 , 563,960 

35 , 000,000 

29 , 800,000 

1 , 950,000 

1 , 800,000 

4 , 100,000 

3 , 700,000 

3 , 905,000 

b 

25 , 500,000 

22 , 625,000 

1 , 275,000 

b 

600,000 

1 , 200,000 

1 , 550,000 

2 , 020,000 

300,000 

575,000 

250,000 

360,000 

650,000 

600,000 


Railroad Employees Corporation 


* ?. ascd on data obtained from the National Credit Office In 
b Not available. 


S 2 , 722,740 
17 , 400,000 

660,000 

2 , 160,000 

b 

14 , 390,000 

t> 


800,000 

1 , 170,000 

395,000 

200,000 

190,000 


The terms on which funds are obtained from banks are 
less favorable for personal finance companies than for sales 
finance companies.** Reports from larger banks in principal 
centers indicate that at the end of 1938 maximum maturities 
on notes of both agencies ranged mainly from 3 to 6 months 
but that the most frequent maturity required of sales finance 
companies teas 6 months while for personal finance compan¬ 
ies it "'as only 3 months; similarly, interest rates on loans to 
the two agencies showed much the same range, but the rates 

■» 

mircial Banks as Agencies of Consumer Instalment Credit bv loh”I?'n°"' 
man and Associates (ms. 1939) Chapter 8. ® b> J ohn M * Cha P- 
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most frequently charged were higher for personal finance 
companies than for sales finance companies. This difference 
in credit standing with banks appears paradoxical. Accord¬ 
ing to one banker who has had long experience in lending to 
both types of consumer instalment credit agencies, there have 
been several sales finance companies that have fallen into 
financial difficulties of some kind over the last fifteen years, 
but it would be hard to name a single personal loan company 
that has encountered serious trouble. 

For comparing the independent offices’ sources of funds 
with those of chain offices data are available only for Indiana. 
Table 5, presenting this information, shows that in this state 
independent individuals and partnerships depend less on bor- 

Table 5 

SOURCES OF FUNDS OF 274 PERSONAL FINANCE LICENSEES 
IN INDIANA, DECEMBER 31, 1937, IN PERCENT OF TOTAL 
ASSETS* 


Source oj Funds 

Indiana 

Chains 

Out¬ 

side 

Chains 

Total debt 

37.9 

34.8 

Short-term debt 

30.3 

27.9 

Other current 



liabilities 

6.4 

6.9 

Funded debt 

1.2 

• • • 

Total capital stock 



and surplus 

59.4 

60.6 

Common stock, 



surplus, pro¬ 



prietorship 

40.8 

35.4 

Preferred stock 

18.6 

25.2 

Number of reports 

127 

23 


Inde¬ 

pendent 

Indi¬ 

viduals 

Partner¬ 

ships 

Affili¬ 

ated 

Com¬ 

panies 

Inde¬ 

pendent 

Corpo¬ 

rations 

All 

Com¬ 

panies 

24.2 

3.5 

67.0 

43.6 

39.4 

20.0 

• • • 

22.9 

35.7 

28.4 

4.2 

3.5 

37.7 

6.1 

8.3 

• • • 

• • • 

6.4 

1.8 

2.7 

73.6 

96.3 

30.8 

53.3 

56.9 

73.6 

96.3 

10.7 

39.2 

34.8 

• • • 

• • • 

20.1 

14.1 

22.1 

31 

10 

6 

77 

274 


• Based on Indiana, Department of Financial Institutions, 

1937, to June 30, 1938, pp. 139 and 142. Percentages do not add up to 100, 

difference represents capital and other reserves. 
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rowed capital than do state chains, “outside’’ chains, affiliated 
companies and independent corporate lenders. In consider¬ 
ing the Indiana figures it should be borne in mind, however, 
that parent companies extend loans to their subsidiaries, and 
that therefore what appears as borrowed capital on the bal¬ 
ance sheets of subsidiaries may in fact represent funds that 
the parent concern has raised through the sale of its securi¬ 
ties. To the extent that this occurs, the borrowed capital of 
outside chains and affiliated small loan companies stands in 
a lower ratio to the invested capital than is here indicated. 
Nevertheless, even the independent corporate lenders in In¬ 
diana use relatively more borrowed capital than do inde¬ 
pendent individuals and partnerships. One explanation is 
that since unincorporated lenders operate small offices, prob¬ 
ably with a stable volume of business, short-term borrowing 
is unnecessary. Chains and incorporated independent lenders 
operating larger offices have a greater need for bank accom¬ 
modation to finance their operations. 




The Loan and Its Market 


Borrowers from personal finance companies represent all 
walks of life, but in three cases out of four they are wage- 
earners or clerical employees. They are drawn from the broad 
annual income range of §500 to §3500 but are concentrated 
at income levels between §1000 and §2500. On the average 
the loans they obtain slightly exceed one month’s income; 
repayments, including charges, are spread over 5 to 20 months 
and require 5 to 10 percent of monthly income. 

A clear understanding of the nature of the market for per¬ 
sonal finance company loans demands a detailed examination 
of the characteristics of the loans that are made—their size, 
duration and security—of the economic characteristics of the 
borrowers—their incomes and occupations—and of the rea¬ 
sons for borrowing and the use made of the borrowed funds. 
While available information on such characteristics is limited, 
it is sufficiently extensive to show the distinguishing features 
of the business. 

LOAN CHARACTERISTICS 

Size of Loan 

Personal finance lenders, operating under license, are re¬ 
stricted by law as to the sum that may be lent by any one 
licensee to any one borrower, the limit in most states being 
§300. Loans are made for all amounts up to this maximum, 
though as a result of varying economic factors different geo¬ 
graphic areas show different tendencies in the predominant 
size of loans. 
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Table 6 shows the size distribution of loans made in 11 
selected states during 1937 (for Maine, during 1936). In all 
these states except Indiana and New York loans of $50-100 
were numerically the most important; loans of this size con¬ 
stituted, in the various states, from 25 to 32 percent of the 
total number of loans. On the whole, loans of SI50-200 were 
the fewest, averaging in the neighborhood of 15 percent of 
all loans. 

Among the important factors affecting the predominant 
size of loans in any state are the extent of industrialization 
and the height of the maximum legal rate of charge. As a 
rule agricultural states, where borrower incomes are gener¬ 
ally lower than in industrial states, have a larger proportion 
of loans for $100 and less; a greater proportion of smaller 
loans is generally found in states that permit a charge of 3'/ 2 
percent per month than in those allowing only 2/ z percent, 
simply because the higher rate enables licensees to make a 
profit even on the smaller and more costly loans. But in 
addition to these general factors certain specific factors affect 
licensed lending in individual states. In Illinois about 22 
percent of the loans are secured by wage assignment. Since 
this type of loan is usually smaller than loans otherwise 
secured, Illinois shows a high proportion of loans of $50 
and less. In Indiana there are many lenders in agricultural 
county seats and small towns, where borrowers are likely to 
have lower cash incomes than urban residents of large cities, 
and the relatively high proportion of loans of $50 and less 
may be accounted for in part by this circumstance. Iowa also 
reports a comparatively large number of smaller loans. This 
might be expected in view of the agricultural nature of 
Iowa’s economy, but there is another reason in the fact that 
this state passed its small loan law as early as 1921 and has 
many well-established independent lenders; in general, such 
lenders tend to cater to customers borrowing smaller sums 
than customers of chain lenders. 
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Table 6 


PERCENTAGE DISTRIBUTION OF NUMBER OF LOANS MADE 
BY PERSONAL FINANCE COMPANIES IN 14 SELECTED STATES, 
1937, BY SIZE OF LOAN® 


State 

$50 or 
Less 

$50-100 

$100-150 

$150-200 

$200-300 

Total 

Connecticut 6 

19.6 

28.3 

16.0 

15.5 

20.6 

100.0 

Illinois 

24.0 

27.7 

14.7 

13.0 

20.6 

100.0 

Indiana 

29.2 

26.8 

14.2 

12.2 

17.6 

100.0 

Iowa 

21.9 

30.0 

17.4 

13.5 

17.2 

100.0 

Maine' 

12.7 

30.0 

19.2 

19.1 

19.0 

100.0 

Maryland 

25.8 

31.0 

13.2 

12.0 

18.0 

100.0 

Massachusetts 6 

15.7 

27.2 

17.7 

16.2 

23.2 

100.0 

Michigan 

16.5 

25.1 

17.4 

17.0 

24.0 

100.0 

New York 

13.5 

26.0 

16.2 

16.1 

28.2 

100.0 

Ohio 

19.5 

28.7 

18.0 

14.0 

19.8 

100.0 

Pennsylvania 

16.6 

26.8 

19.3 

V 

37. 

3 

100.0 

Rhode Island 

22.2 

28.7 

16.5 

14.9 

17.7 

100.0 

Virginia 

30.0 

.32.5 

14.8 

10.6 

12.1 

100.0 

Wisconsin 

12.0 

27.0 

18.5 

21.1 

21.4 

100.0 


0 Based on annual reports of state banking departments or, for states in which 
such reports are not published, on accountants’ reports prepared for state asso¬ 
ciations of personal finance companies from data filed with the state banking 
department. States selected according to availability of data. The period covered 
is the calendar year 1937 unless otherwise indicated. Each size level is exclusive 
of the lower figure and inclusive of the higher. 

6 Year ending September 30, 1937. 

* Year ending December 31, 1936. 

According to the best available evidence the average loan 
made by licensed lenders was gradually increasing in size 
before 1930. Estimates based upon state reports and reports 
of individual licensees indicate that the average loan, which 
had amounted to $55 in 1915, was approximately twice that 
figure by 1920 and reached $145 by 1930, but dropped to 
$130 in 1932. 1 Incompleteness in state supervisory reports 
makes it difficult to trace accurately, for any extended period, 
the average size of loans throughout the industry, but Table 7 

1 L. N. Robinson and Rolf Nugent, Regulation of the Small Loan Business 
(1935) p. 175. 
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shows average size in the period 1933-37 for all states on 
which data are available, and for 5 selected industrial states. 
The average loan for all reporting states rose gradually over 
this period to SI47, approximating the level previously at¬ 
tained in 1930. The sustained differential between the average 
loan for all reporting states and for the 5 selected industrial 
states confirms the finding that in agricultural and semi¬ 
industrial states the average loan is usually smaller than in 
industrial states. 

Table 7 also shows the average loan made in each year of 
the period 1933-37 by the three largest chain lenders. These 
chains together control more than one-sixth of all licensed 
loan offices and about 50 percent of the total volume of 
licensed lending. Two of these companies changed their loan 
policies during the period. The Household Finance Corpora¬ 
tion formerly specialized in larger loans at rates below the 
legal maximum, but recently its loan policies have conformed 
more closely to the policies of other lenders, and its average 
loan has diminished. The decline in the average size of loan 

Table 7 

AVERAGE SIZE OF LOANS MADE BY PERSONAL FINANCE 

COMPANIES, 1933-37° 


Year 

All 

Reporting 

Stales'* 

Five Selected 
Industrial 
States c 

Beneficial 
Industrial 
Loan Corf). 

Household 

Finance 

Corf. 

American 
Investment 
Co. of III. 

1933 

Si 26 

SI 44 

S144 

S185 

Sl 62 

1934 

135 

147 

150 

180 

162 

1935 

135 

146 

153 

167 

148 

1936 

137 

149 

155 

164 

142 

1937 

147 

153 

153 

169 

148 

» Eased on annual reports of state banking departments and on data supplied 
by the three individual companies. 


/ uiuiviuuai companies. 

b The number of states represented is 13, except for 1934 and 1936, when it is 14- 
thc states covered, however, arc not always the same. 

' Massach ^ts, Michigan, New Jersey, New York, Pennsylvania. 
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made since 1933-34 by the American Investment Company 
of Illinois is due to the fact that in 1935 this company, as a 
matter of operating policy, began to make a larger number of 
S25 loans. The decline in the average size of its loans would 
possibly have been greater were it not for the fact that in 
1934 the company extended its offices into New York City, 
where the average size of loans is considerably higher than 
in the midwest. The average loan of each of these three 
lenders is consistently larger, however, than that of all lenders 
combined, although in 1937 the difference between the aver¬ 
age loan of all reporting lenders and that of the American 
Investment Company was negligible. 

Duration of Loan 

Most loans are now repayable over a period of 5 to 20 
months, depending on the amount of the loan and on the 
credit of the borrower. The standard period for secured 
loans over $50 is 18 or 20 months, although practice varies 
among different lenders. At least one large company limits 
loans of $50 or less to 10 months, and loans on unsecured 
notes to 15 months. Some lenders do not set up a repay¬ 
ment schedule according to the size of loans, but determine 
the duration of each loan according to the particular needs 
of the borrower. In general, personal finance companies favor 
longer durations as a means of increasing profits, though not 
to the extent of imperiling their investment by subjecting it 
to the strain of possible disruptions in the flow of the bor¬ 
rower’s current income. 

Many present customers arrange new loans in order to pay 
off existing balances and to obtain additional sums, and 
therefore the actual life span of all loans, 2 according to the 
experience of one of the largest chains, ranges, on the aver¬ 
age, from 8i/ 2 to 12 months. The total period of customer 
indebtedness typically exceeds the duration of the loan, iang- 

2 Considering each successive loan, as well as the original, as a separate loan. 
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ing from 26 to 29 months, or more than double the average 
loan period, according to data from the same chain. 


Security for Loan 

The security for loans made during 1037 (in a few cases, 
1936) in 16 selected states is shown in Table 8. In most of 
these states about three-fourths or more of the loans were 
secured by a chattel mortgage. This is usually a blanket claim 
on house furnishings but frequently it is taken on only one 
item of the borrower’s possessions. Automobiles, for exam¬ 
ple, provided the security for many loans, although the 
money may have been borrowed for purposes other than the 
purchase of the car. Many personal loans are now obtained 
to finance the purchase of a specific article, with a chattel 
mortgage on the article itself for collateral. While this type 
of loan is not new, some personal finance companies are now 
actively encouraging its use and thus impinging upon the 
sales finance market. 

The use of the unsecured note by personal finance lenders 
is very widespread, amounting in a number of states to be¬ 
tween 10 and 30 percent of all loans extended. The House¬ 
hold Finance Corporation, with 228 offices in 17 states and 
Canada, established in 1036 several experimental “honor” 
offices which were to make loans only on unsecured notes, 
and has gradually increased their number. This development 
is symptomatic of tendencies in personal finance. 

Use of the endorsed and the comaker note, bearing the 
signature of one or more persons in addition to that of the 
borrower, varies considerably, ranging in different states 
fiom 3 to 23 percent of all loans. Loans on wage assignments, 
another type of security used by some personal finance 
lenders, are in most states an insignificant proportion of 
total loans, 3 but in at least one state, Illinois, 22 percent of 
all loans made in 1937 were thus secured. 


3 Wage assignments have 
become a not uncommon 


so often made trouble for employers that it has 
practice to dismiss employees when they are dis- 
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Table 8 

PERCENTAGE DISTRIBUTION OF NUMBER OF LOANS MADE 
BY PERSONAL FINANCE COMPANIES IN 16 SELECTED STATES, 

1937, BY TYPE OF SECURITY 4 


Chattel Mortgages on En- 




Unse¬ 

dorsed 

Wage 

Real 

Estate 

Other 

State House- Auto¬ 

Other 

cured 

and Co¬ 

Assign¬ 

Secu- Total 

hold mo- 

Goods biles 

Goods 

Notes 

maker 

Notes 

ments 

vity 


Conn. b 

• • • 

• • • 

• • • 

18.3 

23.4 

.1 

• • • 

58.2« 

100.0 

Ill. 


-~59.4 


• • • 

12.5 

22.0 

• • • 

6.1 

100.0 

Ind. 

55.0 

18.3 

9.4 

14.1 

2.8 

• • • 

• • • 

.4 

100.0 

Iowa 

55.1 

20.9 

3.0 

9.6 

4.2 

5.4 

• • • 

1.8 

100.0 

Ky. d 


~67.0 


20.2 

12.5 

.1 

• • • 

.2 

100.0 

Me. 0 


~96^1 


• • • 

• • • 

1.3 

• • • 

2.6 

100.0 

Md. 

44.7 

15.1 

.2 

30.9 

2.7 

6.2 

• • • 

.2 

100.0 

Mass. b 

61.0 

10.8 

.5 

17.6 

9.6 

.4 

• • • 

.1 

100.0 

Mich. 

58.8 

21.1 

3.3 

10.3 

3.9 

2.0 

• • • 

.6 

100.0 

Mo. 

60.4 

8.3 

1.7 

18.2 

8.6 

• • • 

• • • 

2.8 

100.0 

N. Y. 

59.8 

11.4 

.6 

14.2 

8.1 

5.4 

• • • 

.5 

100.0 

Ohio 

49.8 

23.1 

4.6 

13.7 

7.6 

.3 

• • • 

.9 

100.0 

Pa. 

54.9 

11.3 

• • • 

11.8 

13.1 

• • • 

7.6 

1.3 

100.0 

R. I.' 

42.5 

12.8 

.1 

26.5 

17.0 

.1 

• • • 

1.0 

100.0 

Va. 

34.7 

12.4 

.1 

29.8 

15.1 

• • • 

• • • 

7.9 

100.0 

Wise. 


84.7 


• • • 

8.2 

.5 

• • • 

6.6 

100.0 


» Based on annual reports of state banking departments or, for states in which 
such reports are not published, on accountants’ reports prepared for state asso¬ 
ciations of personal finance companies from data filed with the state banking 
department. States selected according to availability of data. The period cov¬ 
ered is the calendar year 1937 unless otherwise indicated. 
b Year ending September 30, 1937. 

c Chattel mortgages cannot be taken in Connecticut, and therefore loans in 
this state are made principally on husband-and-wife notes, 
d The percentages are based upon loans outstanding on December 31, 1936. 

• Year ending December 31, 1936. __ 

covered to have borrowed in this way. Since this gives the lender an oppor¬ 
tunity to exploit the borrower’s fear of losing his job. public opinion toward 
the wage assignment has been unfavorable, and in some states this form of 
security has been made illegal. In 1936 the Household Finance Corporation 
discontinued the practice of taking wage assignments, and on March 3 , 
1939, it was discontinued by the Beneficial Industrial Loan Corporation. 
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BORROWER CHARACTERISTICS 


Income of Borrowers 

Practically the entire credit market tapped by personal 
finance companies is composed of individuals, mainly urban 
residents, whose annual incomes are between $500 and $3500. 
Few applicants with annual incomes below $500 qualify as 
borrowers; few who receive annually more than $3500 seek 
accommodation. But the significance of this range is made 
clear by comparing it with the National Resources Commit¬ 
tee estimates of income distribution in the United States. 
Over three-fourths of the non-farm income-receiving units 
of the country 4 were within this income range in 1935-36, 
and they received about three-fourths of the non-farm na¬ 
tional income. 5 These facts suggest that the personal finance 
business caters to a very large section of the non-farm income¬ 
receiving population. 

The income distribution of borrowers from the largest 
chain lender in the personal loan field is compared in Table 
9 with the income distribution of the whole non-farm income- 
receiving population. The income bands of these two dis¬ 
tributions are not exactly comparable; moreover, borrowers 
are grouped by individual income whereas income-receiving 
units are grouped by family income, 6 and therefore a larger 
proportion of individual borrowers than of family group* is 
to be expected in the lower income classes, 7 although this 
bias is probably offset in pan by the difference in Lome 


* Family and single-individual income receivers 

LL'lcT' fina " CC b ~ ““ <■» «W group'.^SeeVablc 

but ao pt i 'pLuhc-' ZrltZTZ their T? roo ™ 

’ A b ° rro " er may W ° n S “ a "hose total income exceeds hi™!™. 


fia-33 
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classification. The table indicates, however, that while 29 
percent of all income-receiving units had annual incomes 
of $500-1000 in 1935-36, only 16.5 percent of borrowers were 
in that class. In each income band from $1000 to $3000 the 
proportion of borrowers was greater than that band’s repre¬ 
sentation among all income-receiving units, but the top band 
(over $3000) comprised a very small number of borrowers 
compared to its number of income-receiving units. 

Table 9 

PERCENTAGE DISTRIBUTION OF BORROWERS FROM A 
PERSONAL FINANCE CHAIN, AND OF GENERAL POPULA¬ 
TION, 1935-36, BY INCOME LEVEL 


Annual Income 


Borrowers from 
Beneficial Industrial 
Loan Corporation b 


Non-Farm Population c 

Income- Aggregate 

Receiving Units' 1 Income* 


Under S500 
500-1000 
1000-1500 
1500-2000 
2000-2500 
2500-3000 
Over 3000 
Total 


1.3 

16.5 

37.2 

25.3 

12.2 

4.6 

2.9 

100.0 


16.9 

28.6 

22.0 

13.4 

7.8 

3.9 
7.4 

100.0 


3.3 

14.3 

18.1 

15.5 

11.7 

7.1 

30.0 

100.0 


* For the distribution of Beneficial borrowers the income levels arc S500 and 
under, $501-1000, etc.; for the distribution of general population they arc under 

$500, $500-999, etc. . . 

b Data supplied by the company, based on reported individual incomes, 
e Adapted from National Resources Committee, Consumer Incomes in the United 

* Families and single individuals, including farm relief families. We have ex¬ 
cluded non-relief farm families, numbering slightly over 6,000,000, from the 
total 39,458,300 income-receiving units. 

* In computing the figures for non-farm income we have excluded the non 

relief farm income from each income group. Table 10-B, P- 97 °f 1 f 
Resources Committee study, gives a distribution of non-relief farm , y 

size of income. To obtain an estimate of non-rehef farm income we have multi 
phed the number of families by the mid-point of the income intwvak. The 
resultant figures were subtracted from those given on p. 6 of the National 
Resources Committee study to obtain non-farm income by income levels. 
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Table 10 


PERCENTAGE DISTRIBUTION OF NUMBER AND VOLUME OF 
LOANS MADE BY 2 PERSONAL FINANCE CHAINS, AND 
AVERAGE SIZE OF LOANS, 1934-37, BY INCOME OF 
BORROWER 11 



Household Finance Corporation 

American Investment Co. oj III. 

Annual Income b 

Number 
of Loans 

Volume 
of Loans 

Average 

Loan 

Number 
of Loans 

Volume 
of Loans 

Average 

Loan 

S600 & under 

.7 

.4 

S 92 

) 2i - 5 ! 

127 i 

• S 87 

600-1200 

16.0 

10.1 

107 

1200-1800 

33.9 

30.1 

150 

41.3 

37.4 

134 

1800-2400 

26.8 

30.0 

189 

27.3 

35.2 

191 

2400-3000 

11.6 

14.3 

209 

6.5 

9.3 

209 

Over 3000 

11.0 

15.1 

232 

3.4 

5.4 

236 

Total 

100.0 

100.0 

168 

100.0 

100.0 

148 


B Based on data supplied by the two companies. 

b Each level is exclusive of the lower figure and inclusive of the higher. 


It is noteworthy that 91 percent of those who borrowed 
from the Beneficial Industrial Loan Corporation in 1935-36 
had annual incomes between $500 and $2500, whereas this 
range included only 72 percent of the non-farm income¬ 
receiving units; the $1000-2000 range included 62.5 percent 

of the borrowers and only 35 percent of all income-receiving 
units. 


The scant representation of borrowers from the lowest and 
highest income groups appears to be broadly typical of the 
industry as a whole, to judge by data for 1933-37 from two 
other chain companies, the Household Finance Corporation 
and the American Investment Company of Illinois. 8 Table 
10 shows the income distribution of borrowers from these 
companies and the average size of loan in each income band. 
I he income groups differ from those in Table 9, thus pre- 
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eluding exact comparison, but the two tables show the same 
general pattern. Borrowers with annual incomes up to $1200 
received 17 percent of all loans of the Household Finance 
Corporation and 21.5 percent of those of the American In¬ 
vestment Company. The former company extended 61 per¬ 
cent of its loans to borrowers with incomes from $1200 to 
$2400, and the latter company 69 percent. The proportion 
of borrowers with incomes above $2400 was slightly over 
one-fifth for the first chain as compared with one-tenth for 
the second, a contrast that undoubtedly reflects basic differ¬ 
ences in lending policies as well as special advertising efforts 
on the part of the former company to attract borrowers from 
higher income levels. 

The three chain companies cited in Tables 9 and 10 con¬ 
trol slightly more than one-sixth of the licensed offices of the 
country and about half the total dollar volume in the licensed 
small loan field. The experience of this important group, 
while not conclusive, indicates that three-fourths of all loans 
made by personal finance companies are to borrowers with 
individual incomes between $1000 and $2500. About 15,000,- 
000 income-receiving units in the country, or more than two- 
fifths of the total, excluding non-relief farm units, have in¬ 
comes within this range. It is probable that roughly one out 
of seven of this group obtained credit accommodation from 
personal loan companies in 1936.° Furthermore, interpola¬ 
tion reveals that about half of all borrowers fell in the $1000- 
1800 income band, a proportion much above this band’s 
share of all income-receiving units, which is only about 33 
percent. 

In Table 10 the distribution of loan volume, as distinct 
from number of loans, among different income groups re- 

0 If three-fourths of all loans made by personal finance companies were to 
borrowers with incomes between $1000 and $2500. and there 
match 3.000.000 borrowers at the end of 1936. then around 2,250,000 
rowers fell within this income range. This is roughly one out of seven of the 
15,000,000 non-farm income-receiving units in this income range. 
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veals that the dollar borrowings of customers with annual 
incomes under $1200 are considerably less than propor¬ 
tionate to the number of such borrowers; those of customers 
with $1200-1800 incomes are slightly less than proportionate; 
and the borrowings of customers with incomes above $1800 
are substantially more than proportionate. This can only re¬ 
flect a direct variation between loan size and income level, 
thus raising the question of the amount that borrowers in 
these various income groups typically obtain on personal 
finance company loans. 

In regard to the two chain lenders represented in Table 
10, customers in the income band showing the greatest con- 
centration of borrowers—$1200-1800, or $100-150 monthly- 
received an average loan of $150 from the Household Finance 
Corporation and $134 from the American Investment Com¬ 
pany. In the $150-200 monthly income band the average loan 
was about the same for both lenders, $180 and $101 respec¬ 
tively. In general, the table indicates that customers with 
monthly incomes below S200 obtain loans approximately 
equal to, or greater than, one month’s income, while those 

receiving $200 or more obtain loans somewhat smaller than 
one month’s income. 

The size of the loan does not depend solely on the desires 
of the borrower; it depends also on what the lender is will¬ 
ing as a matter of policy to advance and this, in turn, de¬ 
pends on the lender's views regarding a safe relation between 
borrower income and amount borrowed. On this question 
there is no standard practice, but the most common rule is 
that the loan should not exceed one month's income \s 
noted above, customers with monthly incomes in excess of 
$-00 do not usually borrow as much as one month's income, 
perhaps because they are more likely to have savings in vari¬ 
ous forms to meet family or individual emergencies and spe¬ 
cial financial needs. Also, as a group, they have readier access 
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to alternative credit sources than do persons in lower income 
brackets. 


Occupations of Borrowers 

The distribution of all non-relief families in the period 
1935-36, presented in Table 11, confirms the well-known 
relationship that exists between income and occupation. 
Three out of four borrowers, it will be recalled, receive 
annual incomes between $1000 and $2500, and according to 
Table 11 this range includes 51 percent of all non-relief 
families in the United States. In almost half of the non-relief 
families within this income range the principal breadwinner 
is classified as a wage-earner. This is in striking contrast to 
families whose annual incomes are over $3500; in this group 
less than one-tenth of the principal breadwinners are wage- 
earners. 


Table 11 

PERCENTAGE DISTRIBUTION OF ALL NON-RELIEF FAM¬ 
ILIES, 1935-36, BY OCCUPATION AND INCOME LEVEL 0 


Annual 
Income b 



Business Professional 

! Total 

Sala- Indc- Sala- Indc- 
ricd pendent ried pendent 


S500 and 

4.1 

4.5 

under 

500-1000 

11.0 

8.9 

1000-1500 

11.3 

5.8 

1500-2000 

6.8 

3.0 

2000-2500 

3.1 

1.4 

2500-3000 

1.5 

.7 

3000-3500 

.7 

.4 

Over 3500 

.6 

.8 

Total 

39.1 

25.5 


.3 

0 

.8 

.1 

2.1 

.2 

2.0 

.3 

3.6 

.5 

2.2 

.7 

3.5 

.9 

1.7 

.8 

2.5 

.8 

1.1 

.7 

1.4 

.5 

.6 

.4 

.8 

.4 

.4 

.3 

1.0 

1.3 

1.3 

.8 

15.2 

4.6 

10.1 

4.1 


0 

9.8 

.1 

24.6 

.1 

24.2 

.1 

16.8 

.1 

9.7 

.2 

5.3 

.1 

3.1 

.7 

6.5 

1.4 

100.0 


a Adapted from National Resources Committee, Consumer Incomes in the United 

f Each level is inclusive of the lower figure and exclusive of the higher. 
e Less than 0.05 percent. 
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Table 12 

PERCENTAGE DISTRIBUTION OF LOANS MADE BY 3 PER¬ 
SONAL FINANCE CHAINS, 1934 - 37 , BY OCCUPATION OF 
BORROWER® 


Occupational Group 


Beneficial Household American 

Industrial Finance Investment 

Loan Corp. Corp. Co. oj III. 


Wage-earning 
Unskilled • 

Skilled and semi-skilled 
Clerical and commercial 
Office and other non-manual 
workers, including govern¬ 
ment employees 
Commercial and selling 
Business 

Salaried employees 
Proprietors 
Professional 
Schoolteachers 
Others 
Farming 

Persons with independent in¬ 
comes 

Total 


59.1 


5.2 

39.4 


9.5 

50.5 


16.5 

6.7 

5.3 

4.3 

2.7 

1.4 
2.3 

1.7 

100.0 


18.6 

6.0 

10.2 

9.9 

6.9 

2.6 

b 

1.2 

100.0 


25.1 

4.8 

6.1 

1.8 
1.2 
1.0 


100.0 


‘ on data supplied by the three companies. 

Included in business and wage-earning groups. 

occupational'groups^'b indepCndc "' inc ° m “ ^uted among ,hc other 

Borrowers from personal finance lenders earn their liviim 
in a great variety of occupations, as is evident from Table 
12, which shows the occupational distribution of customers 
of the three largest chain lenders during the period 1934-17 

nished 0C h UP f 10nS , T eSCnted in ° ri S inal tabulations fur¬ 
nished by these lenders have been reclassified, when neces¬ 
sary under five main headings, and arranged in the order 
of their numerical importance as borrowers: first, the wage" 
ning gioup, second, clerical and commercial; third, busi- 
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ness; fourth, professional; and fifth, farming. Variation in the 
geographic and economic scope of the companies’ activities 
results in certain differences in the occupational distribu¬ 
tion of their borrowers, but the story told by the three sets 
of figures is essentially the same. 

For two companies about three-fifths of the borrowers, for 
the other over two-fifths, are wage-earners in unskilled, semi¬ 
skilled and skilled occupations. Skilled and semi-skilled oc¬ 
cupations have a larger representation than the unskilled 
group, presumably because their higher incomes give them 
a superior credit status. 

Borrowers from clerical and commercial occupations are 
second in importance, comprising about one-fourth of the 
customers of two lenders and three-tenths of the customers 
of the third. For one lender the salaried and independent 
business groups provide 10 percent of the borrowers, for 
another, 20 percent, and for the third only 6 percent, while 
the professional group supplies about 4, 10 and 3 percent 
respectively. Farming is a very minor occupational source of 
demand. There are, finally, a few borrowers with independ¬ 
ent incomes. 

It is important to note that most personal finance bor¬ 
rowers come from occupational groups other than farming. 
Being entrepreneurs as well as consumers, farmers tend to 
intermix their personal and family financing with their busi- 
ness financing, and to use primarily the credit sources-such 
as commercial banks, mortgage and other farm credit agen- 
cies—that are available to them as entrepreneurs. Moreover, 
seasonal variations in the flow of their cash income make it 
inconvenient for them to obligate themselves for loans that 
call for regular monthly amortization. Hence for an indica¬ 
tion of how the occupational distribution of personal finance 
borrowers compares with that of the general population the 
data on borrowers should be compared not with those on 
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all non-relief families but with the data on such families 
engaged in non-farm pursuits. 

Such a comparison, figures for which are presented in 
Table 13 for 1935-36, shows that the wage-earner and clerical 

Table 13 

PERCENTAGE DISTRIBUTION OF LOANS MADE TO EM¬ 
PLOYED BORROWERS BY 3 PERSONAL FINANCE CHAINS, 

AND OF NON-RELIEF FAMILIES IN THE UNITED STATES, 

1935-36, BY OCCUPATION 11 


Employed Borrowers 


Occupational 

Group 

Beneficial 
Industrial 
Loan Corp. 

Household 

Finance 

Corp. 

American 
Investment 
Co. of Ill. 

Non-RclieJ Families 

Non-Farm 

Total 

Wage-carning b 

59.0 

44.5 

57.2 

52.7 

39.3 

Clerical 0 

24.7 

25.3 

30.1 

20.3 

15.1 

Business 

9.8 

20.3 

8.5 

19.5 

14.5 

Professional 

4.2 

9.9 

3.1 

7.5 

5.5 

Farming 

2.3 

d 

1.1 

• • • 

25.6 

Total 

100.0 

100.0 

100.0 

100.0 

100.0 


r Da p a u" b J orro '''f rs . su PPl>ed by the three companies; data on non-relief 
am“cs based on National Resources Committee, Consumer Incomes in the United 
States (1938) p. 97. 

b Skilled, semi-skilled and unskilled manual workers. 

• Office workers, commercial and sales personnel, and other non-manual work¬ 
ers, including government employees. 

d Included in business and wage-earning groups. 


occupations provided 84 percent, 70 percent and 87 percent 
of the borrowers from these three companies, and were the 
income source of 73 percent of all non-farm, non-relief fam- 
ilies m the country. It is interesting to note that among the 
Household Finance Corporation borrowers, wage-earners con¬ 
stituted a proportion about one-fourth less than their pro¬ 
portion for the other two chains, and that the proportion of 
Clerical borrowers was about one-fifth higher in the American 
nvestment total than it was in the totals of the other two 
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companies. The business and professional occupations, 
sources of livelihood for 27 percent of the non-farm, non¬ 
relief families, gave rise to 14, 30 and 12 percent of the per¬ 
sonal finance loans extended by the three companies, the 
Household Finance Corporation extending more than twice 
as high a proportion of its loans to each of these two groups 
as did either of the other companies. On the assumption that 
an occupational distribution of all personal finance company 
borrowers would conform to the pattern for these three larg¬ 
est chain companies, we may infer that the major source of 
demand for personal finance credit is urban industrial groups. 

Reasons for Borrowing and Uses of Funds 
Basically all borrowing is necessitated by a maladjustment, 
temporary or otherwise, between income and expenditure, 
by needs or desires that the borrower is unable or unwilling 
to satisfy at the moment from current income or savings. 
Any classification of personal finance company loans accord¬ 
ing to reasons for borrowing and the use made of the funds 
must be based on borrower statements made at the time of 
loan application, and is necessarily somewhat arbitrary. That 
most borrowers from personal finance companies are without 
substantial savings may be inferred from the distribution of 
their incomes presented above, and those who possess savings 
may prefer the discipline of a regular repayment program. 
Applicants lacking reserve resources may require cash for 
one of several needs, so that if funds were not borrowed for 
one use they would probably be borrowed for another. Hence 
a classification of loans according to the use made of funds 
serves mainly to indicate various uses for which loans are 
needed. Nevertheless, such a classification is not altogether 
without meaning, particularly when it represents the average 
of several years’ experience, for it suggests the dominant 
types of emergency situations that are immediately respon¬ 
sible for borrowers’ demands. 
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A classification of the “reasons for borrowing,” as distinct 
from “uses of funds,” that is, a classification of the circum¬ 
stances that make it impossible for the borrower to meet an 
expense out of reserves or current income, is presented in 
Table 14, based on the experience of the Household Finance 

Table 14 

PERCENTAGE DISTRIBUTION OF LOANS MADE BY A PER¬ 
SONAL FINANCE CHAIN, 1933-37, BY REASON FOR BOR¬ 
ROWING 0 


Reason Jot Borrowing 


Loans 


Loss of income 
Lack of employment 
Wage-earner sick or injured 
Other loss of income 
Unusual large expenditure 
Miscellaneous 

Failure to save for periodic expenses (taxes, interest, insurance, cloth¬ 
ing, coal, etc.) 

Failure to keep current expenses within normal income 
Not reported 

New contracts to readjust monthly payments 
Total 


3.4 

1.2 

1.7 

47.7 


36.2 

5.8 

1.3 

2.7 


0 Based on data supplied by the Household Finance Corporation. 

Corporation during 1933-37. Practically half of all loans were 
sought to meet an "unusual large expenditure"; more than 
a third were needed because the borrower had failed to pro¬ 
vide for periodic expenses such as taxes, interest, insurance, 
clothing and so on. In about 6 percent of the cases current 
expenditures had exceeded a normal budget allowance; an¬ 
other 6 percent were caused not by a rise in expenses but by 
a fall in income, as a result of illness, injury or unemploy¬ 
ment of the breadwinner. Finally, about 3 percent of bor¬ 
rowers merely replaced old contracts with new ones, so that 
heir payments could be spread over a greater number of 
months than provided in original contracts. As has been 
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Table 15 

PERCENTAGE DISTRIBUTION OF LOANS MADE BY 3 PER¬ 
SONAL FINANCE CHAINS, 1934-37, BY INTENDED USE OF 
FUNDS a 


Beneficial Household American 

Use oj Funds Industrial Finance Investment 

Loan Corp. Corp. Co. ofi III. 


Non-durable consumer goods 
Food 
Clothing 
Rent 
Fuel 

Durable consumer goods 
Furniture 
Automobiles 
Repairs 

Medical and funeral costs 
Medical, hospital and dental 
Funeral expense 
Business purposes 
Business capital 
Investment 
Debt 

Consolidation of existing obligations 
Taxes 

Mortgage principal and interest 
Insurance premiums 
Cultural and recreational purposes 
Education 

Travel and vacation 
Miscellaneous 

Assistance to relatives 
Moving expenses 
Other 

Total 


14.2 

20.6 

19.1 


1.7 

2.9 b 


9.1 

13.1 

14.2 

3.3 

b 


6.5 

3.1 

18.4 

14.7 

10.0 

4.3 

5.7 

6.2 

10.5 

4.4 

0 

3.6 

4.6 

3.8 

10.5 

18.3 

16.9 

9.9 

17.5 

16.2 

.6 

.8 

.7 

6.6 

6.2 

5.3 

5.1 

\ 6.2 

) 5.3 

1.5 

39.3 

/ 

24.2 

35.1 

30.5 

10.3 

28.0 

4.8 

6.2 

3.7 

2.0 

4.6 

1.3 

2.0 

3.1 

2.1 

4.8 

7.4 

7.9 

1.2 

2.1 

1.5 

3.6 

5.3 

6.4 

6.2 

8.6 

5.7 


2.3 

1.6 

2.3 

100.0 


4.3 
2.0 
2.3 J 

100.0 


4.4 
1.3 
• • • 

100.0 


lased on data supplied by the three companies. 

.oans for food and for rent arc grouped together. 

,r 0 data Few loans to finance payments for automobiles are made by this 
mpanyt those that are made are" classified principally under “Consolidation 

ncludes loanlThat are incurred in order to retire borrowings from competing 
iding concerns. 
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suggested, this distribution must not be interpreted too lit¬ 
erally; a careful examination of case histories of applicants 
might reveal that many borrowings classified, for example, 
as resulting from failure to save for periodic expenses, or 
from failure to keep current expenses within current income, 
could be accounted for by an unusually large expenditure 
in the not too distant past. 

A more informative classification is one based on the im¬ 
mediate use to which borrowed funds are stated to be des¬ 
tined. Table 15 provides three sample distributions of this 
type, based on the loan experience of the Beneficial Indus¬ 
trial Loan Corporation, the Household Finance Corporation 
and the American Investment Company of Illinois during 
1934-37. The approximate similarity of the distributions sug¬ 
gests that the stated reasons for borrowing reflect in consider¬ 
able measure the actual occasions and emergencies that give 
rise to the demand for personal finance company loans. 

From these data it may be concluded that more than one- 
sixth of all loans are applied to the basic living expenses 
which are represented by non-durable consumer goods. Al¬ 
most another sixth are used for medical needs and funeral 
expenses. Apart from the “consolidation of existing obliga¬ 
tions,” medical expenses are mentioned more frequently 
than any other single item as the intended use of borrowed 
funds. 10 A special classification of all loans made in the first 
quarter of 1936 by the Detroit offices of the Household Fi¬ 
nance Corporation showed that loans for medical expenses 
were most numerous in all annual income groups except 
that exceeding $3000, in which the number of loans for 
business purposes slightly exceeded those for medical pur¬ 
poses. Loans to borrowers with incomes of $1200 or less were 


of loans for “ 
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more predominantly used for basic living expenses than were 
those to borrowers with incomes over §1200, and a larger 
proportion of loans to manual workers were used for this 
purpose than were loans to the clerical and professional 
groups. Similarly, the smaller the loan the more likely was 
it to be used to defray basic living expenses. 

In Table 15 the consolidation of existing obligations ac¬ 
counts for by far the largest proportion of loans in the totals 
of two of the companies. This item, however, is particularly 
ambiguous, and there is no standard practice as to what it 
should comprise. Some companies, for example, classify under 
this or similar headings all loans used to pay ofE retail charge 
accounts, regardless of the purpose for which the charge ac¬ 
count debt was incurred, and regardless of whether the out¬ 
lays were made before or after the loan was negotiated. Loans 
that are used partly to retire unpaid balances of existing 
loans, and partly to advance new funds, are also very inade¬ 
quately classified under this category. But as a matter of 
fact, the distinction between refinancing existing debts and 
financing new expenditures is often without much founda¬ 
tion, fork is likely that many who borrow to consolidate old 
debts have incurred those debts only because of confidence 
in their ability to care for them by means of a loan from a 
personal finance company. Thus the effect of licensed lend¬ 
ing upon current consumer expenditure cannot be judged 
merely by the proportion of loans made for purchases that 
are ostensibly new. All that can be said is that refinancing 
is the purpose of a significant proportion of total loans, the 
proportion ranging from 25 to perhaps 7a percent, accord¬ 
ing to the classifications used. Probably 25 or 30 percent 
0 f°all loans are made for refunding miscellaneous debts, but 
many other loans are obtained to repay specific debts already 
incurred, and this group cuts across the entire classification 

of loans according to intended use. 

It is of some interest that about fi percent of all loans 
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made by personal finance companies are specifically for 
business purposes, indicating that no hard and fast line is 
drawn between producer and consumer credit in personal 
finance lending. The proportion of loans extended for pro¬ 
duction purposes is of small quantitative importance, but 
the figure cited may be an understatement; it is likely, for 
example, that many who finance the purchase of a car through 
a cash-lending agency will use the car for business as well as 
pleasure. 



3 


Operating Methods and Collection 
Experience 


Control of credit risk in the personal finance business pre¬ 
sents special aspects intrinsic to the nature of such lending, 
geared in each case, as it must be, to the extension and ad¬ 
ministration of hundreds and even thousands of small loans. 
Under these conditions, credit granting must proceed speed¬ 
ily, accurately and at low cost, necessitating procedures and 
standards that are highly routinized yet acutely sensitive to 
dubious risks. The loss from slow collection or ultimate 
charge-off on a single small loan is not an imposing sum, but 
successful operation requires that better than ninety-five out 
of every hundred loans consistently pay out, and that de¬ 
linquency, a vital element of collection cost, be held within 
tolerable limits. Not only must credit granting proceed 
swiftly and effectively, but business continuity requires that 
a steady flow of loan demand be maintained. Since profitabil¬ 
ity of operations tends to increase (up to a certain point) 
with loan volume, every loan office must continuously strive 
to increase the number of customers it serves. 

METHODS OF OBTAINING BUSINESS 

Students of credit retailing have frequently pointed out that 
in the personal small loan business the longer a lender can 
keep his money in the hands of the same group of borrowers 
the larger his profits will be. When there are no special 
credit-granting and investigating fees, customer turnover in¬ 
creases costs of investigation and adds nothing to revenue. 
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On the other hand, lengthening the period of customer in¬ 
debtedness, either by longer contracts or by successive loans 
to the same borrowers, increases risk. Extended repayments 
weaken the morale of borrowers, and the favorable situation 
with respect to income and stability of home conditions that 
obtained at the time of the original investigation may be¬ 
come increasingly uncertain as time passes. In seeking maxi¬ 
mum revenue, lenders necessarily strive to maintain a loan 
portfolio in which these cost and risk factors are counter¬ 
balanced. 

With these considerations in mind, lenders actively solicit 
loan applications from former customers, and draw about 
one-tenth of their applicants from this group. Such applica¬ 
tions are readily granted if past loans have been repaid; three- 
fourths or more of them, according to the experience of two 
chain companies, are accepted. Also, present borrowers are 
actively encouraged to apply for additional sums; such re¬ 
quests typically amount to more than half of all loan ap¬ 
plications, and they are granted, when payments on outstand¬ 
ing balances are up to date, in more than nine out of ten 
cases. The lender cultivates these borrower groups because 

a given volume of loans to them costs less than the same 
volume to new borrowers. 

The importance of past and present borrower groups as 
a source of loan demand does not, of course, free lenders 
from the necessity of finding new customers to sustain and 
swell their loan volume. Nearly half of all loan applications 
come from new customers, though only about a third to a 
half of their applications are granted. Office location and 
advertising are important factors in attracting new borrowers. 
At one time loan company offices were on the second floor 
and had painted windows, and the result was the encourage¬ 
ment of furtive borrowing. The business is now conducted 
with entire openness, though loan companies still retain 
private consultation rooms where prospective borrowers may 
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discuss their circumstances with the manager without fear of 
being overheard by clerks or other applicants. In former years 
the surreptitious character of the business made it impossible 
to develop an aggressive advertising program, 1 but after 
operations were legalized and the personal finance company 
became a recognized financial institution, advertising meth¬ 
ods came to duplicate those used in any other business. News¬ 
papers, periodicals, radio, mail circulars, theater and bill¬ 
board advertising, bus, train and streetcar posters, have all 
been utilized to communicate with potential borrowers, and 
have helped to establish the present market for small loans. 

Other promotional devices to attract new customers in¬ 
clude the granting of special rates for preferred risks, and 
the use of unsecured notes. To attract schoolteacher borrow¬ 
ers, for example, some companies offer them lower rates 
than those offered borrowers in other occupations, the se¬ 
curity of schoolteacher income providing the greater safety 
which justifies the lower charge. Lower rates are sometimes 
offered on larger loans in order to attract borrowers from 
the higher income brackets, for there is a direct correlation 
between income of borrower and size of loan. One large 
chain company, as mentioned in Chapter 2, has established 
over the past few years a number of offices making only un¬ 
secured loans, an appeal to customers who do not care to 
pledge household chattels as loan security. 

Finally, in order to cultivate community goodwill, lenders 
consider it effective promotion to furnish a budget service to 
their customers. Loan men are taught how to prepare budg¬ 
ets for families of given size, income and tastes. Sometimes 
loans are granted only on condition that the borrower adhere 
to the budget worked out for him, and occasionally the bor¬ 
rower receives his loan not in cash but in one or more checks 
payable to creditors. Not infrequently the loan company, 

i Newspaper advertising was used to some extent even in the loan-shark era, 
however; see L. N. Robinson and Rolf Nugent, Regulation of the Small Loan 

Business (1935) pp. 37-42. 
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with the borrower’s permission, approaches creditors in an 
effort to persuade them to accept partial payment in full 
settlement of their claims. At least one chain company has 
urged borrowers, upon completion of their payments, to 
continue setting aside each month, as savings, an amount 
equal to their monthly instalments. In some cases loan com¬ 
panies have acted as employment agencies. It has become cus¬ 
tomary in the business for lenders to view themselves as 
consultants in family finance, with the object of fostering 
community goodwill and a wider familiarity with their credit 
facilities. 

Although most small loan borrowers intend to meet their 


obligations, they are as a group particularly subject to unex¬ 
pected loss of employment, and when this occurs they may 
find it impossible to repay in accordance with the terms of 
the contract. Lenders therefore find it highly important to 
pursue a policy of diversification, in order to limit the num¬ 
ber of borrowers likely to be affected by the shutdown of a 
particular factory or the decline of a particular industry. 

The two principal bases of diversification are occupation 
and geogiaphic location. They are not, of course, mutually 
exclusive: the need to spread operations over many com¬ 
munities results partly from the dependence of certain local¬ 


ities on one or two industries—the concentration of automo¬ 
bile manufacturing in Detroit, for example-and partly 
from the circumstance that an industry may be flourishing 
m one part of the country and stagnant in another 

The necessity for occupational and geographic diversifica- 
ion as a means of spreading risk has accelerated the chain 
lenders extensive market expansion in recent years The 
Beneficial Industrial Loan Corporation, in citing the extent 

i l 27, hs St3tet i that “ the '«de geographical and 
l"™ 1 , dlVers,ficat,on thus twined, in addition to the 
essential character of the business, minimizes adverse effects 

business depressions upon the operations and profits of the 
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Company.” 2 The stability of the earnings of large chain lend¬ 
ers during the depression of 1929-33 emphasizes the wisdom 
of widely distributing risks. 3 Independent offices and very 
small chain lenders are able to achieve some diversification, 
but they lack the advantages of a wide territorial distribution 
of business. 


OFFICE ORGANIZATION AND PROCEDURE 


A licensed office usually requires at least three people to con¬ 
duct all essential activities: a manager, an “outside” man and 
a clerk. The manager interviews applicants, decides on all 
applications and is in charge of the office. The outside man 
investigates applicants, undertakes to collect long-delinquent 
accounts and institutes a search for borrowers who have dis¬ 
appeared. The clerk receives and records payments, and usu¬ 
ally does all the bookkeeping as well as the secretarial work 
of the office. It is estimated that a staff of three can admin¬ 
ister effectively about 750 loans at a time, representing out¬ 
standings of $70,000 to $100,000. Independent licensed offices 
may operate on the basis of a substantially lower loan balance, 
but if a chain office is not able to maintain an average of more 
than $50,000 outstandings, with good prospects for expansion, 
the staff will probably be reduced or the office transferred to 
another community where the time of employees can be 
utilized more fully. 4 Larger offices require an assistant man¬ 
ager and an additional number of outside men and clerks, the 
total number depending upon the volume of business and the 
quality of personnel. Chain offices are controlled through a 
system of supervisors, each in charge of six to twelve offices 

that he visits at least once a month. 5 

The rise of chain lending has necessitated the development 


2 Beneficial Industrial Loan Corporation. Annual Report for J929 - 

3 For the two largest chain lenders the ratios of net income to total assets 
were 11.2 and 9.3 in 1929. In 1933 the ratio was 8.9 for both companies. 

4 Robinson and Nugent, op. cit., pp. 203-04. 


s Ibid., p. 205. 
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of centralized methods of control, the training of a staff along 
uniform lines being especially imperative. To this end the 
larger chains have found it advantageous to establish courses 
of instruction for employees, the best known of which is the 
two-year correspondence course of the Industrial Lenders 
Technical Institute, operated by the Beneficial Industrial 
Loan Corporation. For several years the company made the 
course available not merely to its employees, who were re¬ 
quired to take it, but to anyone connected with the industry, 
and reports state that at one time 1,200 outside persons were 
enrolled. The Household Finance Corporation also has an 
extensive training course for its own employees, developed 
with the aid of Northwestern University; it includes manuals, 
written tests and lectures illustrated with sound-slide pictures. 

The applicant for a cash loan is interviewed privately by 
the manager of the loan office or one of his assistants, and an¬ 
swers standardized questions for an application form which 
the manager usually fills out. He states the purpose of borrow¬ 
ing, gives an account of his financial condition and makes a 
tentative estimate of his ability to repay within a stated period. 
During this confidential interview the manager must deter¬ 
mine whether the applicant appears to be a good credit risk; 
in some cases the applicant’s statements or manner call for an 
immediate refusal of the loan. 

All applications not patently ineligible for loan considera¬ 
tion are investigated. The stated facts are checked by the out- 
side man, who visits the home of the applicant, estimates his 
financial responsibility and reviews the household budget, 
paying particular attention to the amount of debt to which 
the family is already committed. The investigator also evalu¬ 
ates those intangible factors that indicate the extent to which 
the home is stable and well managed. Unless the applicant 
can show a file of receipted bills his financial responsibility 
is investigated among the tradespeople in his neighborhood 
the investigator sometimes posing as the representative of a 
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mythical credit bureau or life insurance company. This prac¬ 
tice, though considered justified in some cases, is generally 
frowned upon by lenders as unethical, since the private or 
confidential character of the borrowing transaction is strongly 
emphasized in advertising. The lender may consult a credit 
exchange, retail credit bureau, legal files of debt judgments 
or competing lenders. As a rule, small loan companies have 
been opposed to joining established retail credit bureaus, 
preferring to organize their own 0 because of the emphasis they 
place on a confidential relationship with borrowers. Some¬ 
times such bureaus in different cities cooperate in order to 
reduce duplicate borrowing and the evasion of obligations by 
customers. 

Investigation of former and present borrower applicants is 
facilitated by offices files, which record previous investigations 
and past payment performance. As has already been stressed, 
such borrowers are much more successful than new applicants 
in obtaining credit. Table 16, presenting the records of two 
chain lenders over a several-year period, shows that one com¬ 
pany granted loans to only one-third of all new applicants, 
the other company to somewhat more than one-half. Former 
borrowers fared much better, 78 and 87 percent of them hav¬ 
ing their applications approved by the two companies respec¬ 
tively. While the general trend of these proportions is sig¬ 
nificant, no special importance should be attached to the 
differences between the two companies, because they may vary 
in their loan policies and also may follow different principles 
in classifying their loan applications. Both companies ap¬ 
proved about 95 percent of present borrowers' applications. 

Supplementary information from the Household Finance 
Corporation indicates that in this period 14 percent of all 
applicants were refused immediately, without investigation, 
and that such refusals were approximately 40 percent of a 

0 For a list of these bureaus see American Association of Personal Finance 
Companies, Roster of Personal Finance Companies (1938). 
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Table 16 

NUMBER OF APPLICATIONS RECEIVED AND OF LOANS 
GRANTED BY 2 PERSONAL FINANCE CHAINS, 1933-37, BY 
STATUS OF CUSTOMER 0 


Status of 
Customer 

Applications 

Loans 

Loans in Percent oj 
Applications 

Household 

Finance 

Corp. 

Amcr. 

Invest. 
Co. of Ill. 

Household 

Finance 

Corp. 

Amcr. 
Invest. 
Co. of Ill. 

Household 

Finance 

Corp. 

Amcr. 
Invest. 
Co. of Ill. 

New 

1,634,710 

149,650 

543,291 

85,664 

33.2 

SI.2 

Former 

389,363 

24,921 

303,373 

21,740 

77.9 

87.2 

Present 

1,508,621 

127,921 

1,421,506 

121,874 

94.2 

95.3 

Total 

3,532,694 

302,492 

2,268,170 

229,278 

64.2 

75.9 


* ® aset ^ on data supplied by the two companies. Applicants not receiving loans 
include those who decided not to borrow at all, or to borrow elsewhere. 


rejections. Outright rejections were relatively fewer in the 
depression period of 1932-34 than in subsequent years. 

COLLECTION PROCEDURE AND EXPERIENCE 

Borrowers are required to mail or bring payments to the loan 
office each month, and collection procedure is set in motion if 
payments are not made when due. A routine has been estab¬ 
lished whereby a series of form letters is mailed to delinquent 
borrowers; if the first few letters fail to bring results an in¬ 
vestigator is sent to ascertain the cause of the delinquency 
and to bring pressure to bear for payment. 7 The collection 
problem in personal finance starts with delinquency and ends 
with refinancing, foreclosure or final charge-off. 

Delinquency 8 

Mud, so-called delinquency is merely technical, as in the case 
of borrowers who on the last day of the month mail checks 

8 7 Scc Robinson and Nugent, op. tit., pp. 211-12. 

See also Charge-off of Bad Debts/* pp. 78 ff. 
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Table 17 


DELINQUENCY PERCENTAGES ON SMALL LOAN ACCOUNTS 
DELINQUENT ONE MONTH OR MORE ON BOTH PRINCIPAL 
AND CHARGES IN SELECTED STATES, 1937 a 


Slate 

One 

Month 

Two 

Months 

Three Months 

or More 

Total 

Connecticut b 

4.35 

1.16 

7.63 

13.14 

Florida c 

4.08 

1.20 

4.09 

9.37 

Illinois 

5.90 

1.45 

2.81 

10.16 

Indiana 

6.59 

1.89 

3.49 

11.97 

Iowa 

6.98 

1.66 

2.21 

10.85 

Kentucky 

7.49 

1.86 

3.18 

12.53 

Maine ' 

3.00 

.74 

1.38 

5.12 

Maryland 

5.66 

1.69 

5.46 

12.81 

Massachusetts 1 * 

4.87 

1.05 

3.91 

9.83 

Michigan 

5.63 

1.42 

1.73 

8.78 

Missouri 

5.55 

1.41 

2.30 

9.26 

New York 

3.99 

.83 

1.46 

6.28 

Ohio 

3.77 

1.42 

2.26 

7.45 

Virginia 

5.60 

2.30 

6.50 

14.40 

Wisconsin 

2.20 

.54 

.66 

3.40 


“ Based on annual reports of state banking departments. Figures are as of 
December 31, 1937, unless otherwise indicated. Delinquency percentage repre¬ 
sents the unpaid principal on all delinquent accounts expressed as a percent 
of the unpaid principal on all outstanding accounts. 
b September 30, 1937. 

'September 30, 1936. 


that arrive a day or two late. One estimate 9 places delin¬ 
quency at 15 percent—measured, as is customary in the busi¬ 
ness, as the ratio of unpaid principal on all delinquent 
accounts to the unpaid principal on all outstanding accounts; 
but this estimate includes accounts delinquent on principal 
alone, as well as those delinquent on both principal and 
charges. Only the latter type of delinquency is included in the 
annual reports made by licensees to state supervisors. Table 
17 shows this delinquency in a number of states as of the end 
of 1937 (in Florida and Maine, September 30, 1936). In some 

o Robinson and Nugent, op. cit., pp. 211-12. 
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states such delinquency approaches the estimated 15 percent 
total delinquency. 

In order to eliminate technical delinquency the Household 
Finance Corporation now classifies as delinquent only those 
accounts which at the end of the month have had no payments 
made on them since the nineteenth day of the preceding 
month, thus allowing an average period of grace of about 
twelve days after the nominal due date. Mainly because of this 
change in definition, but also because of a healthier condition 
of accounts, average delinquency declined from about 15 per¬ 
cent during 1929-34 to about 5 percent in 1935 and subse¬ 
quent years. This change in the method of measuring delin¬ 
quency has affected chiefly the figures for “delinquency on 
both principal and charges,” which declined from 7.44 per¬ 
cent in 1934 to 1.83 percent in 1937; “delinquency on prin¬ 
cipal alone” was less than half the other type until 1932, but 
is now about twice as large. 

Analysis reveals that, on the average, loans to schoolteachers 
fall into delinquency three times as often as those secured by 
household goods or automobiles, or the unsecured notes of 
others than schoolteachers. Practically all of this delinquency 
on teacher loans is concentrated in the summer months, and 
is sufficient to introduce a very pronounced seasonal move¬ 
ment into the picture of total delinquency. Yet delinquency 
on these loans rarely leads to loss of principal. It occurs 
largely because teachers are not paid during the summer, and 
because many travel or are otherwise away from home. While 
such delinquency is real and inconveniences the lender, it 

rlT Y thC tyPC ° f delin( l uenc y that produces 
collection expense and possible charge-off. 

teachenTthu deHnqUenCy and deIin Wy on loans to school- 

chers thus give rise to an overstatement of true delin¬ 
quency, but on the other hand there are “hidden slows”— 

accounts that have made only partial payment on principal 
but are not counted delinquent. P CIpaI 
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Refinancing 

Refinancing occurs when borrowers cannot meet payments 
due or when they seek additional funds before an existing 
loan is paid off. In the first case, preceded usually by a period 
of delinquency, the lender gains more by adjusting the terms 
of payment than by attempting to enforce immediate collec¬ 
tion of the entire unpaid balance, even though the latter is 
legally due in full as soon as an account becomes delinquent. 
In the second case the adjustment is made at the borrower’s 
request and is an accommodation to him. A loan refinanced 
without additional funds is termed by lenders a “straight re¬ 
newal”; one entailing new credit is a “loan to a present 
borrower.” 

When a loan is refinanced an entirely new contract is 
drawn, usually with the same terms of payment as the orig¬ 
inal. In straight renewals, assuming that at least one payment 
has been made before renewal, the effect of refinancing is of 
course to reduce the size of the monthly payment. 10 Renewal 
loans are comparatively rare; in the business of one lender 
they amount to less than 1 percent of all loans made. On the 
other hand, the refinancing of loans to present borrowers in 
order to provide them with additional funds is of considerable 
importance; in the business of two chain lenders such loans 
amount to more than 60 percent of all loans made. 

Foreclosure 

If the lender holds a chattel mortgage on property of the 
borrower, delinquency may lead to foreclosure. Although fre¬ 
quently threatened, actual foreclosures are fewer than might 
be expected. As can be seen in Table 18, total amounts due 
on foreclosed accounts in 5 states were less than I percent 
of outstandings in 1936; and in general the voluntary sur¬ 
render of furniture by borrowers occurred more frequently 

10 Ordinarily, but not always. A new contract might be drawn to run for a 
much smaller length of time than the original contract. 
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Table 18 

AMOUNT DUE AT TIME OF FORECLOSURE ON CHATTEL 
MORTGAGES AND BILLS OF SALE, AND AMOUNT REALIZED, 
IN SELECTED STATES, 1936 s 


State 


Kentucky 
Massachusetts' 1 
Michigan * 
Nebraska • 
Virginia 


Due on 
Furniture 
Taken 
When 
in Use b 

.06 
.01 
.20 
.24 
.02 


Due on 
Furniture 
Taken 
When Not 
in Use he 

.13 
.15 
.08 
.43 
.05 


Due on 
Furniture 
Not Re¬ 
covered h 


Total Amount Due 
Percent 1 * Dollars 


.05 

.01 

f 

.05 

.05 


24 $ 6,100 
17 28,735 
28 63,531 
72 40,938 
12 6,304 


Amount 
Realized 
in % of 
Amount 
Due 

26.1 
66.7 
61.6 
52.2 
30.5 


SZteJS ° f s,a,c banking departraems ' for cal “ d - 

°A f foreclosure in P crce “t of total loan balances out- 
standing at end of year. A more useful ratio would be one based not on total 
outstanding loans but on outstanding loans secured by chattel mor gages on 

M^chuseS Id T am ° UDtS t0 51 pCrCCDt - For Kentucky, 

cur^bv chl«eTior3 ia a ° SeSt appr0xiraation to outstanding loans sc 
ureo by chattel mortgages on furniture is outstanding chattel mortgage loans 

arcin’, *** ° n ** loans arc “sed as a basl the figure in the tab" 
e found to represent understatements of 31, 31 and 90 percent respectively 

< year M6.“ aband °" ed ^ 

•Data for 1937. 

1 Less than 0.005 percent. 

than actual foreclosure, though the distinction between these 
two situations may be finer than the lenders imply. The neces- 

rjzzrr* c ;r unity soodwi " ma ^ 

hazardous policy, and the low resale value of used furniture 
and household goods also causes the lender to avoid fore 

18 shm >t re T P0SSible ' In regard t0 th e latter point. Table 
shows that the ratto of amount realized on recovered chat 

Scent m Defic dUe balanCeS ranged from 26 to 67 

P cent Deficiency judgments for the balance are of UttU 

practical value, and therefore are seldom obtained 
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Charge-off of Bad Debts 

The practice followed in charging off loans as losses varies 
widely among lenders. Loans charged off as losses are typically 
those on which a resumption of principal payments is not 
expected, but lenders often err in judging loans as losses and 
subsequently recover all or part of the amount charged off. 
The usual test of loss is the period of time during which pay¬ 
ments have been delinquent, though loans not delinquent are 
charged off in some cases because a change in the borrower’s 
status definitely presages a long interruption or a complete 
breakdown of principal payments. To illustrate charge-off 
practices and experience we rely mainly on data furnished by 
the Household Finance Corporation, acknowledging that its 
methods of operation may differ in some respects from those 
of other lenders. 

Although charged-off accounts are not necessarily delin¬ 
quent, and although delinquent accounts are not always 
charged off, it is reasonable to expect a significant degree of 
relationship between delinquency and charge-offs. This rela¬ 
tionship cannot be measured directly from available data, but 
it is possible, as an approximation, to relate delinquency to 
“bad-debt loss.” In any given year the latter is obtained by 
subtracting from total charge-offs the amount recovered in 
that year. This method does not accurately state the loss for 
that year, however, since there may be a lag between charge- 
off and recovery, the two not necessarily occurring in the same 

year. 

Table 19 presents figures on delinquency and bad-debt 
losses experienced by the Household Finance Corporation 
and the American Investment Company of Illinois. Since the 
two companies use different definitions of delinquency their 

respective data are not comparable. 

The year-to-year movements of the delinquency and ba 
debt figures for the Household Finance Corporation aie 
sufficiently alike, notwithstanding the discrepancies men- 
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Table 19 

LOAN DELINQUENCY AND BAD-DEBT LOSS OF 2 PERSONAL 
FINANCE CHAINS, 1923-37, IN PERCENT OF MONTHLY 
LOAN ACCOUNT* 


Loan Delinquency b 


Bad-Debt Loss 0 


Tear 

Household 

Finance 

Corp. 

American 

Investment 

Co. of IU. d 

Household 

Finance 

Corp. 

American 
Investment 
Co. of IU. 

1923 

6.13 

• • • 

.59 

• • • 

1924 

6.38 

• • • 

.80 


1925 

6.58 

• . . 

.86 

• • • 

1926 

6.84 

• • • 

.90 

• a • 

1927 

7.02 * 

■ • • 

.86 

• • # 

1928 

10.68® 

. . • 

1.50 

• 0 • 

1929 

9.22 

# • • 

1.58 

2.14 

1930 

10.48 

11.45' 

1.81 

1.51 

1931 

13.55 

12.93' 

2.21 

1.76 

1932 

19.43 

17.86' 

5.39 

3.11 

1933 

21.08 

22.01 ' 

6.18 

3.16 

1934 

13.41 

13.52' 

4.13 

4.17 

1935 

10.60* 

10.09' 

1.24 

2.26 

1936 

8.60* 

8.46 

-.83 

1.36 

1937 

10.28* 

9.91 

.37 

1.52 


Based on data supplied by the two companies. For the American Investment 
Company data are not available for the earlier years of the period. 
b Twelve-month average. 
e Annual figure. 

d An account is considered one month delinquent on the first day of the first 
month following a due date on which full payment of charges and of principal 
was not received. Thus accounts not paying full charges and principal, or pay- 
mg charges only, or charges and part of principal, all become one month 
delinquent on the first of the following month. An account is classified as two 
months delinquent on the first day of the second month following the lapsed 

2“ 7^ ™ cthod hid « , a ccrtain ^°unt of delinquency, on the average 
about 15 days, but actual delinquency is overstated when it is registered For 

example, a payment due on May 15, if not paid, is not registered £ delinquent 
?» r Ju “5io b ? at 11131 timC h is callcd one raonth delinquent. 9 

di ' i > - ££ 

No automobile loans included. 

« In 1935 the Household Finance Corporation changed its method of measuring 
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tioned above, to indicate a rather close connection between 
delinquency and charge-off. In twelve of the fourteen year-to- 
year changes both series move in the same direction, and a 
computation of link relatives 11 for both series shows that in 
seven of the fourteen changes the degrees of change are almost 
identical; the 1925-26 link relative, for example, is 1.040 for 
delinquency and 1.047 for bad-debt loss. When the figure on 
bad-debt loss for any given year is compared with the figure 
on delinquency for the preceding year—thus allowing for a 
one-year lag between delinquency and charge-off—the cor¬ 
relation of year-to-year change is definitely weakened. This 
indicates that the period between delinquency and charge-off 
is not very great. 

The delinquency and bad-debt figures for the American 
Investment Company move in the same direction in six of 
the seven times for which data are available. A comparison of 
the link relatives shows that the degrees of change are closely 
similar for two years, very dissimilar for one year and fairly 
close for four years. For the American Investment Company, 
as for the Household Finance Corporation, a comparison of 
the bad-debt figure for any given year with the delinquency 
figure for the preceding year shows the correlation of year-to- 
year change to be much less close. 

Data on the length of delinquency prior to charge-off are 
shown for the Household Finance Corporation in Tables 20 
and 21. In Table 20 delinquency is classified according to the 
usual practice of measuring it from the last date on which 
some payment was received, either on principal and charges 

11 Link relatives are derived by dividing the figure for any one year by that 
of the preceding year. __ 

delinquency. Formerly all accounts which failed to make any payment during 
the month were considered to be delinquent. Under the present method de¬ 
linquent accounts are all those on which, at the end of the month, no payment 
has been received since the nineteenth day of the preceding month. In the 
interests of comparability the figures for 1935-37 have been adjusted upwar 
according to a formula supplied by the company. The unadjusted ratios re¬ 
ported for these years are 5.35, 4.31 and 4.79. 
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Table 20 

PERCENTAGE DISTRIBUTION OF NUMBER OF ACCOUNTS 
CHARGED OFF BY A PERSONAL FINANCE CHAIN, 1935-37, 
BY NATURE OF DELINQUENCY AT TIME OF CHARGE-OFF ft 


Nature of Delinquency 

Dee. 

1935 

June 

1936 

Dec. 

1936 

June 

1937 

Dec. 

1937 

Not delinquent 

23.8 

19.5 

16.8 

12.3 

11.1 

Delinquent on principal 






only, 40 days or more 

15.5 

12.9 

12.1 

10.8 

10.3 

Delinquent on charges 






and principal 






40-59 days 

20.9 

17.3 

16.9 

16.3 

18.3 

60-89 days 

11.0 

16.0 

13.9 

17.3 

17.4 

90 days or more 

28.8 

34.3 

40.3 

43.3 

42.9 

Total 

100.0 

100.0 

100.0 

100.0 

100.0 


• Based on data supplied by the Household Finance Corporation. Delinquency 
is measured from the last date on which some payment was received, either 
on principal and charges or on charges alone. 


Table 21 


PERCENTAGE DISTRIBUTION OF NUMBER OF ACCOUNTS 
CHARGED OFF BY A PERSONAL FINANCE CHAIN, 1935-37, 
BY EXTENT OF DELINQUENCY AT TIME OF CHARGE-OFF a ’ 


Months Delinquent 

Dec. 

1935 

June 

1936 

Dec. 

1936 

June 

1937 

Dec. 

1937 

1 or less 

12.3 

12.2 

9.2 

7.8 

7 0 

2- 4 

30.7 

32.7 

30.5 

33.0 

33.8 

5- 7 

26.3 

26.8 

32.4 

31.7 

34 0 

8-10 

11-13 

14-16 

17-19 

20 or more 

10.6 

5.1 
3.3 

2.1 
9.6 

13.3 

5.4 

2.8 

1.2 

5.6 

11.9 

5.7 

2.7 

1.8 

5.8 

16.1 

5.3 

2.3 

1.1 

2.7 

15.5 

5.6 

2.0 

.7 

1.4 

Total 

100.0 

100.0 

100.0 

100.0 

100.0 

ss?®asssa5ssass6Bz 
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or on charges alone. For example, if the last payment was 
made more than 40 days prior to charge-off, and covered 
charges but nothing on principal, the charged-off account is 
included among those “delinquent on principal only, 40 days 
or more.’’ 12 If nothing had been paid on the account, either 
on principal or on charges, for more than 40 days but less 
than 60 days, it is classified as “delinquent on charges and 
principal, 40-59 days.’’ If the account paid charges and at least 
something on principal within 40 days prior to charge-off it 
is classified as “not delinquent.” It should be pointed out that 
this classification overstates the period of actual delinquency, 
since it measures from the date of the last payment made 
rather than from the date on which the subsequent payment 
was due. The terminology of the trade is used here, but it 
is important to bear in mind that an overstatement is in¬ 
volved. 

According to Table 20 more than 40 percent of all accounts 
charged off in 1937 were delinquent 90 days or more on both 
principal and charges at the time of charge-off, and about 35 
percent were delinquent 40-90 days. About 10 percent of all 
loans charged off were delinquent on principal only, and 
another 10 percent were not delinquent at all. 

It is reasonable that a substantial proportion of charged-off 
accounts should show a delinquency of 90 days or more, for 
lenders will delay charge-off as long as they can afford to keep 
delinquent accounts on their books. The fact that accounts 
delinquent on principal alone constituted but 10-15 percent 
of the total number charged off reflects the expectation of the 
lender that as long as charges are collected there is some pros¬ 
pect for ultimate repayment of principal. In fact, it may be 
asked why accounts on which charges are being met are writ¬ 
ten off at all. There are several possible explanations: perhaps 
only a portion of the charges is being met each month; the 

12 Some of the accounts in this class are delinquent also on part of the interest 
charges due. 
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expense of attempting to collect amounts due on principal 
may be excessive and refinancing inexpedient; the company 
may consider it inadvisable to allow borrowers to pay charges 
indefinitely, for this practice is actively opposed by state regu¬ 
latory authorities and, if publicized, may arouse unfavorable 
public sentiment. 

It is rather surprising that as many as 11-24 percent of all 
charged-off accounts are recorded as not being delinquent at 
the time of charge-off. In a few cases this is explained by the 
death of the borrower, leaving no one legally responsible for 
the debt, but probably the chief explanation is that borrowers 
are not nominally delinquent when they make at least some 
small payment on principal in addition to charges, and the 
expense of collecting even this amount may be too great to 
justify continuing the account. 

Table 21 provides a somewhat different statement of delin¬ 
quency at time of charge-off, reckoning it from the time of 
the last payment of charges plus at least half of the instal¬ 
ment due on principal. By this definition average delinquency 
is somewhat longer, because charge-off usually occurs a longer 
time after the last payment of half or more of a principal 
instalment than after a smaller fractional payment; in other 
words, payments frequently begin to fall off before they cease 
altogether. Even under this definition, however, well over 
two-thirds of all delinquent accounts are charged off after 
7 months of delinquency or less. 

It may reasonably be inferred from Tables 20 and 21 that 

delinquency is expensive to the personal finance lender and 

that an experienced company is reluctant to carry delinquent 
accounts as assets for any extended period. 4 


Charge-offs as an Expense of Lending 

0f lkensed Iendin S some twenty years 
ago, bad-debt losses on personal small loans have defined 

substantially. Illegal lenders charged such exorbitant rates of 
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interest that they could afford to lose large amounts on prin¬ 
cipal. They could allow indefinite delinquency on principal 
as long as these interest charges were paid; in fact, delin¬ 
quency was rather to the lender’s advantage than otherwise, 
for the total amount of interest collected usually exceeded the 
principal many times over. Licensed lenders, however, oper¬ 
ate within narrower profit margins, and must keep bad-debt 
losses correspondingly low. 

It has been estimated that before the depression of 1929-33 
bad-debt losses of licensed chattel lenders averaged less than 
2 percent of total outstanding loans, and those of endorsed- 
note lenders less than V 2 percent. 13 In the depression years 
reported loss ratios rose to about 5 percent, but substantial 
recoveries on charged-off accounts were subsequently made. 
As has already been indicated (Table 19), in each year from 
1923 through 1927 the bad-debt losses of the Household 
Finance Corporation amounted to less than 1 percent of the 
average investment in loans. By 1933 this proportion had 
risen to a peak of over 6 percent, but recoveries subsequently 
made caused repayments to exceed charge-off losses in 1936 
and helped to reduce losses to 0.37 in 1937. Figures for the 
American Investment Company do not show such a wide 
range, but they too reflect very clearly the effects of the de¬ 
pression years. 

Though small in proportion to total outstandings, bad-debt 

losses form a substantial item in the total operating expenses 

• 

of personal finance companies. One authority quotes testi¬ 
mony, given before the Virginia Corporation Commission, to 
the effect that 17.75 percent of the expenses of 52 small loan 
corporations in that state arose from bad debts during the 
period 1927-30. 14 Data covering all states for which the figures 
are available show that bad-debt losses of all reporting per- 

13 Robinson and Nugent, op. cit., p. 197. 

u m. R. Ncifeld, The Personal Finance Business (1933) p. /U/. 
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sonal finance lenders averaged 10.3 percent of total expenses 
in 1929, 22.7 percent in 1932, and 10.6 percent in 193G. 15 

It is of course true that actual bad-debt losses constitute a 
small proportion of total expense compared to the costs of 
preventing these losses, that is, costs of investigation and col¬ 
lection, and therefore an index of loss provides no indication 
of the general operating efficiency of a lender. But other 
things being equal, one criterion of the efficiency of a given 
office is the extent of its bad debts compared with the average 
experience of similar offices in the business. 


Repayment Record of a Sample of Loans 

An especially clear picture of operating methods and collec¬ 
tion expei ience in the personal finance business appears in 
the repayment record of a large sample of loans extended by 
the Household Finance Corporation, as presented in Table 
22. The sample covers 30,951 original loans to new and 
former customers and 59,379 loans to “present” borrowers 
(those who substitute a present contract by a new one, either 

wuh or without the advance of additional cash) made during 
the year ending July 31, 1935. 10 ° 

The prevalence of “repeat” borrowing, which has already 
been mentioned, is confirmed by this sample: 58 percent of 
the loans extended to new and former customers were termi¬ 
nated by fresh loans; and for loans to present borrowers— 
those who had already replaced at least one loan by another— 
the percentage so terminated was even higher, 74 percent 
Th>s indicates that repeat customers are more likely than 
other borrowers to terminate the second loan by a third More 
than four out of five present customers who terminated their 

been computed’ by diving the rati^o^ba'ddebtl 0 l ° cxpenses have 
assets by the rating tota, IpeLTavlmge emp o^ 

territory V ‘' ^ ““ «« ‘»e 



Table 22 

REPAYMENT RECORD OF A SAMPLE OF LOANS MADE BY A PERSONAL FINANCE CHAIN DURING 
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contracts by new loans did so within 12 months; almost half 
of the new and former customers and around two-fifths of 
present borrowers who repeated their borrowing did so within 
6 months. 

Many loans, of course, were repaid fully in cash. In the 
present sample these amounted to about 40 percent of the 
loans made to new and former customers, and 24 percent of 
those made to present customers. Repayment of loans before 
the scheduled maturity was not at all uncommon: among the 
loans terminated by cash payment about two-thirds of those 
to new and former customers, and about half of those to 
present customers, were retired within a one-year period. 17 
The average contract life of the loans in this sample was 19.2 
months, but at the end of 12 months some 27 percent of all 
new and former borrower loans and 13 percent of all present 
customer loans had been fully repaid in cash, and by the end 
of 18 months over 33 percent of the former and 17 percent of 
the latter had been so repaid. 


It would be interesting to know how many previous loans 
repeat borrowers had already received. Supplementary data 
furnished by the same lender, covering 21,843 loans paid off 
during 1937 and 1938 in New Jersey, where the maximum 
legal contract length is shorter than the average—15 months 
bear on this point. Roughly one out of every three repeat 
borrowers repaying their loans with cash had one previous 
loan; one out of every five had two previous loans; and one 
out of every two had three or more previous loans. 

From these two sets of data it seems fair to conclude that 
present borrowers, to whom practically two-thirds of these 
sample loans were made, afford a steady source of demand 
tor the credit of personal finance lenders. 

According to the sample of contracts in Table 22—originat¬ 
ing, it is true, in a period of rising employment and industrial 

da^duT, :z for the 

a 20-month, “ rnCd a rather than 
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activity, from loan offices located in populous industrial cen¬ 
ters—only 1 percent of the loans to new and former cus¬ 
tomers, and a fractionally higher percent of those to present 
customers, were terminated by charge-off. For both groups 
the proportion of contracts terminated in this manner was 
lower in the first and last six months of the contract life than 
in the intervening periods. The outstanding fact regarding 
collection experience, however, is that under careful loan ad¬ 
ministration the proportion of personal loans charged off is 
extremely small fonall classes of borrowers and for all lengths 
of contract. The ultimate credit control problem of the per¬ 
sonal loan company is to keep this crucial percentage low. 



4 


Credit Standards 


From the lender’s standpoint a high-quality loan is one that 
has a good probability of repayment without delinquency, 
and a possibility of some recovery in the event of unavoidable 
default. Although most personal loans are secured by a mort¬ 
gage on household chattels, the market value of this security 
has usually been found insufficient to cover the unpaid bal¬ 
ance in cases of default. Consequently the lender must choose 
carefully among potential borrowers in order to avoid costly 
collection problems. In extending personal finance credit, 
consideration must be given to the incomes of borrowers and 
to their trustworthiness as evidenced by their readiness to 
meet monthly charges fully and promptly. The important 
items, then, on which the lender must pass judgment include 
broadly: the size of the borrower’s income, and expectations 
as to its stability; the relation of the amount of the instalment 
payment to the borrower’s income and to his expenditure 
pattern; the borrower’s credit record; the value of the chattel 
items that the borrower offers as collateral, or the financial 
responsibility of a comaker; the borrower’s other assets, debts 
and family obligations. From cumulative experience in ex¬ 
tending and collecting loans the personal finance lender has 

necessarily developed certain rule-of-thumb standards in eval¬ 
uating these risk elements. 


Any factual discussion of credit standards in this field must 
necessarily be based on the experience of the larger com- 

Tr- ° perations com P el ireful control of 
credit risk, and from time to time they subject their lending 

records to a systematic sifting in order to modify their lendin° 

89 0 
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standards in the light of experience. The principal quantita¬ 
tive data used in the following discussion, covering various 
years in the period 1933-37, have been generously furnished 
by one of these chain lenders, the Household Finance Cor¬ 
poration, 1 whose offices, including a few in Canada, num¬ 
bered 228 at the end of 1937. Since the data reflect the lending 
policies of a single company they are not necessarily rep¬ 
resentative of the experience of all lenders, and must be 
interpreted with this qualification. Thus, for example, the 
average loan made by this particular chain company is some¬ 
what larger than that made by many other lenders. Moreover, 
its operations in the United States are confined to 17 states, 
located in the middle western and eastern sections. The data 
are the most comprehensive available, however, and they are 
utilized here to illustrate the type of credit problem with 
which the personal finance lender must cope and the kind of 
credit standards he must apply. 

Each loan made by a lender can be described in terms of 
the characteristics of the borrower and of the contract. The 
credit problem thus resolves itself into this question: what is 
the relative importance, as indicators of credit risk, of the 
various characteristics of the borrower and of the loan con¬ 
tract? In the following pages charge-off experience on small 
loans is analyzed with this question in mind. It should be 
remembered, however, that not all pertinent factors are capa¬ 
ble of statistical measurement; there are also intangible ele¬ 
ments that only the expert judgment of the loan office man¬ 
ager can appraise. 

PROCEDURE IN ANALYSIS OF CHARGE-OFF 
EXPERIENCE 

The method of analyzing charge-offs requires brief explana¬ 
tion. For each of the principal characteristics of borrowers 

iThis company is hereafter referred to in the text of this chapter as the 
“source lender.” 
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and loans the charge-off experience recorded for each indi¬ 
vidual subclassification is compared with the average for all. 
Thus when loans are classified according to the income of the 
borrower the charge-off experience recorded for any one 
income group of borrowers is compared with the average for 
all income groups. 2 

The average charge-off experience for all subclassifications 
combined is measured by the charge-off percentage, that is, 
the percentage relation between the total number of loans 
charged off and the total number of loans made; the charge- 
off experience of each individual subclassification is measured 
in the same way—by the percentage relation between its 
number of charge-offs and its number of loans. In the follow¬ 
ing discussion, however, we have used not these percentage 
relationships but an “index of charge-off experience” to show 
the relative performance of each subclassification and of all 


combined. This index is computed by dividing the percentage 
ailived at foi each subclassification by the average percentage 
arrived at for all subclassifications combined, and subtracting 
100. The index is thus merely a record of the deviation from 
average experience, a plus value indicating worse than aver¬ 
age and a minus value indicating better than average charge- 
off experience in comparison with that of all subclassifications 
combined. Such indices were computed separately for each 
year in the particular period that was covered in each classi- 

fication, and were averaged by taking the arithmetic means of 
the values for the entire period. 

In some classifications we show also the percentage distribu- 
tion of all loans made. The degree of concentration of loans 
does not directly affect the values of the index, but the extent 

developed* Hou^M ~ 

Wilfred Helms of the Statistic? iw? Household Finance Corporation, 
suiting statistician, for ma? y Sti^Td su^ f The0d ° re Ynte ™’ 
terpretation of this material. d 55(5110115 concerning the in- 
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to which loans are concentrated in a particular subclassifica¬ 
tion indicates the degree of importance that should be at¬ 
tached to the index number for that class. 


CHARGE-OFF EXPERIENCE BY STATUS OF 
CUSTOMER 


One significant classification of personal finance company cus¬ 
tomers is according to their status as borrowers, that is, 
whether they are “new” customers (those borrowing from 
this lender for the first time), “former” customers (old cus¬ 
tomers returned), “present” customers (those who refinance 
an unpaid balance and receive an advance of additional 
funds) 3 or “renewal” customers (those who refinance an un¬ 
paid balance without advance of additional funds). A study 
of customer status, made by the source lender for the years 
1934-37 and presented in Table 23, shows that new borrowers 
constituted 24 percent, former borrowers 14 percent, present 
borrowers 61 percent, and renewal borrowers only 1 percent 
of all customers during this period. 

The logic of this distribution is revealed by the record of 
charge-off experience for these various types of borrowers, 
also presented in Table 23. That the risk-quality of new bor¬ 
rowers is relatively uncertain, even after rather careful inves¬ 
tigation, is indicated by the fact that charge-offs of loans to 
new borrowers are more numerous than average. Former bor¬ 
rowers, on the other hand, may reasonably be supposed to 
include only those who in their previous loans have lived up 
to contract terms, and thus it is not surprising that the best 
relative experience with collections is associated with loans to 
this group. Loans to present borrowers provide additional 
money for customers already engaged in amortizing a previous 
commitment, and inasmuch as lenders would doubtless not be 


3 It should be noted that for the purposes of this chapter "present" customers 
arc defined more narrowly than in the preceding chapter for 
customers, formerly included, are here considered as a separate classification. 
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Table 23 


CHARGE-OFF EXPERIENCE OF A PERSONAL FINANCE 
CHAIN, 1934-37, BY STATUS OF CUSTOMER 4 



Average 

% Distribution 

Index of 

Status of Customer 

Size of 

of Number of 

Charge-off 


Loan 

Loans Made 

Experience b 

New customers 

S 137 

24.1 

+ 19 

Non-teacher 


22.6 

+ 19 

Teacher 


1.5 

+ 19 

Former customers 

131 

13.6 

- 50 

Non-teacher 


12.4 

- 49 

Teacher 


1.2 

- 67 

Present customers 0 

189 

61.3 

- 6 

Non-teacher 


57.0 

- 4 

Teacher 


4.3 

- 17 

Renewal customers * 

148 

1.0 

+4 OS 

Non-teacher 


.9 

+408 

Teacher 


.1 

+384 

All customers 

169 

100.0 


Non-teacher 


92.9 

+ 1 

Teacher 


7.1 

- 16 


* Based on data supplied by the Household Finance Corporation. 

Obtained by dividing each charge-off percentage by the average percentage 
for all combined, and subtracting 100; the result shows each level’s deviation 
from the average of all levels, the plus indicating worse than average and the 
minus indicating better than average experience. 

c f tomm wer ' »<* segregated from “present” customers before 
1936. Average loan to renewal customers and indices of charge-off experience 
for both types are for the period 1936-37 only. penence 


willing to extend the new loan unless the customer’s past 

record were satisfactory, experience with such borrowers is 

relatively good. The renewal of an existing balance, however 

usually occurs only when the lender is already experiencing 

difficulty in collection, and such loans, even after adjustment 

result in relatively more frequent charge-offs than any other 
type. ' 

A comparison of charge-off experience according to cus- 
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tomer status must take into account the fact that the size and 
various other characteristics of the loan may have a bearing 
upon the results. 4 According to Table 23, however, the aver¬ 
age size of loan does not explain the differences in the indices 
of charge-off experience for the various types of borrowers. 5 
Although the average loan to present borrowers is nearly 40 
percent larger than the average loan to new borrowers, the 
index of charge-off experience is markedly better for the pres¬ 
ent borrower class; the average loan to former customers is 
only about 5 percent smaller than that to new customers, but 
it shows a strikingly better index of charge-off experience. 
These facts suggest that although for any one type of bor¬ 
rower differences in size of loan may determine the proba¬ 
bility of successful collection, as among different types the size 
of loan is of secondary importance. The significant deter¬ 
minants of success are rather certain other facts pertaining to 
the character and condition of borrowers. 

Table 23 indicates, finally, that among loans to new bor¬ 
rowers the indices of charge-off experience are identical for 
teacher and non-teacher loans, but that for all other cus¬ 
tomers (former, present and renewal) relatively fewer loans to 
teachers than to non-teachers are charged off. Actually the 


♦According to a special Detroit study including 7,118 loans (discussed below) 
when the loans are cross-classified by size of loan and customer status each of 
the four types of customers shows the greatest concentration of loans in the 
same size group ($100-150). Of loans to new borrowers 36.5 percent were in 
this size group, and 24.6 percent (the next largest concentration) were in the 
$50-100 group. Of loans to former borrowers 35.7 percent were for $100-150, 
but only 27 percent of the loans to present borrowers were of this size. 
Loans to renewal borrowers were a negligible proportion of the total, but 
they too showed their greatest concentration in this size group. 

This tendency toward concentration in the same size group docs not mean 
that the average size of loan is about the same for the four different types 
of customers. Table 23 shows a size variation similar to that in the Detroit 
study, and is based upon a much larger sample; loans to present borrowers 
arc the largest, with renewal loans next, followed by loans to new and 

'ThfrcuIioToTsize of loan to charge-off experience is dealt with ■" detail 
in a subsequent section (see pp. 103 ft.). With the except,on of $300 loans, 
smaller the size the better the charge-off experience. 
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indices understate the difference between teacher and non¬ 
teacher loans for, it will be recalled, these indices are based 
upon the number of charge-offs in relation to the number of 
loans. Supplementary figures, not presented here, showing 
the amount charged off as a percentage of the original amount 
of all charged-off loans, reveal that even when loans to teach¬ 
ers are charged off, the balance owed on principal at the time 
of charge-off is a smaller proportion of the original loan than 
is the case in charge-offs of loans to non-teachers. These fac¬ 
tors account for the practice, general among personal finance 
companies, of viewing schoolteachers as preferred risks. 

CHARGE-OFF EXPERIENCE BY SECURITY 
FOR LOAN 

In Table 24, which presents the charge-off experience of the 
source lender for 1936 and 1937 according to the type of se¬ 
curity, loans are classed according to five types of security, but 
there are only two basic classes—secured and unsecured; 
teacher loans, note loans and honor loans all fall in the latter 
category. Teacher loans are made on unsecured notes, the 
safety of the loan depending on the teaching contract; honor 
loans are note loans made by the source lender’s so-called 
honor offices, which make only unsecured loans. Nevertheless, 
classification into five rather than two divisions brings out 
important differences in charge-off experience. 

For the two years covered by these data loans secured by 
household goods were markedly successful, a record that is 
particularly significant because in both years such loans 
amounted to more than four-fifths of all loans made. Since 
loans secured by automobiles constituted only ]/ 2 percent of 
all loans made, charge-off experience regarding them is of 
doubtful significance. Teacher loans had a strikingly better 
charge-off record than either secured loans or the other unse¬ 
cured types. This favorable record is doubtless due to the 
relative stability of position and income enjoyed by this pro- 
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fession, and to the fact that usually teachers are employed 
only after careful examination of their character and respon¬ 
sibility. 

The relatively more successful record on honor loans than 
on note loans may be ascribed to the fact that the former are 
made to all types of people in the community, while note 
loans are made to single persons and married people who do 
not possess furniture. The latter probably constitute a less 
stable group of borrowers. 


Table 24 

CHARGE-OFF EXPERIENCE OF A PERSONAL FINANCE 
CHAIN, 1936 AND 1937, BY SECURITY FOR LOAN* 


Type of Security 

7 936 

1937 

% Distribu¬ 
tion of 
Number of 

Loans Made 

Index of 
Charge-off 
Experi¬ 
ence 6 

% Distribu¬ 
tion of 
Number of 
Loans Made 

Index of 
Charge-off 
Experi¬ 
ence 6 

Teaching position 

6.7 

- 20 

5.7 

- 46 

Household goods 

81.7 

- 17 

82.6 

- 19 

Automobile 

.5 

- 8 

.5 

+ io 

Honor 

3.8 

+130 

4.2 

+102 

Note 

7.3 

+143 

7.0 

+196 

Total 

100.0 


100.0 



a Based on data supplied by the Household Finance Corporation. 
b See Table 23, footnote b. 


CHARGE-OFF EXPERIENCE BY INCOME OF 
BORROWER 

Data on the relationship between charge-off experience and 
income of borrower are presented in Table 25, and are sup¬ 
plemented by a special study of all loans made by the source 
lender’s Detroit offices during the first quarter of 1936, shown 
in Table 26. The latter table, while containing no direct data 
on charge-offs, presents material essential to their explana- 
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Table 25 


CHARGE-OFF EXPERIENCE OF A PERSONAL FINANCE CHAIN, 
1934-37, BY INCOME OF BORROWER" 


Monthly 

Income b 

Average 

Size of 

Loan 

% Distribution 
of Number oj 

Loans Made 

Index oj 
Charge-ojJ 
Experience c 

S 50 or less 

$ 92 

.8 

+ 102 

50 - 100 

108 

16.5 

+ 27 

100 - 150 

152 

33.7 

+ 3 

150 - 200 

191 

26.7 

- 14 

200 - 250 

211 

11.4 

- 30 

Over 250 

234 

10.9 

- 35 

Total 


100.0 



* Based on data supplied by the Household Finance Corporation. 

b Each level is exclusive of the lower figure and inclusive of the higher. 

* See Table 23, footnote b. 


tion, in that it shows the average proportion of the borrower’s 
monthly income which is absorbed by loan payments. Al¬ 
though these data are limited, both as to the period covered 
and as to the proportion of total personal loan business sur¬ 
veyed, the consistency which they display suggests that they 
are not the result of random forces. 

The outstanding conclusions to be derived from Table 25 
are that charge-off experience improves in direct relation to 
the income of the borrower; that the average size of loan 
increases in direct relation to the income of the borrower; 
and, finally, that it is the $100-150 monthly income band that 
contains the greatest concentration of customers. 

Two income factors appear responsible for the better per- 
formance on loans to persons in the higher income classes. 
First, the proportion of income required to meet principal 
payments on loans declines as the income of the borrower 
increases; in the Detroit study the amount of income so re¬ 
quired ranged from 13 percent for borrowers receiving 
monthly incomes of $50 or less to 3 percent for those with 
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monthly incomes over $250. Second, the high-income bor¬ 
rower could probably use for repayments an even higher pro¬ 
portion of his income than the borrower in the low income 
bands, without equal strain, for it is likely that a smaller 
proportion of the former’s income must be assigned to meet 
basic living expenses. In other words, data on the proportion 
of monthly income required to meet monthly principal pay¬ 
ments do not measure precisely the differences in the financial 
burden imposed on individuals in different income classes by 
their borrowing activities: the burden carried by the low 
income groups is understated because for them other fixed 
expenses are also more burdensome than they are for the 
higher income groups. 

CHARGE-OFF EXPERIENCE BY OCCUPATION 
OF BORROWER 

During the five-year period 1933-37, as indicated by Table 27, 
the charge-off experience of the source lender was worse than 
average on loans to proprietors, unskilled workers and sales¬ 
persons (and also those for whom no occupation was re¬ 
ported). It was better than average on loans to skilled and 
semi-skilled workers, to managers, superintendents and fore¬ 
men, to schoolteachers and others in professional pursuits, 

persons with independent incomes, and office and clerical 
workers. 

Supplementary data not included in Table 27, covering 
the source lender’s Detroit offices for the first quarter of 1936 
show the average size of loan for each occupation, and indi¬ 
cate that the better performance of certain occupational 
groups was in spite of the fact that their loans were larger, on 
the average, than loans to the occupational groups in which 
charge-offs were proportionately more numerous. Occupations 
listed in Table 27 as having a relatively poor charge-off record 
received loans ranging from $ 135 to $185, while those havimr 
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Table 27 

CHARGE-OFF EXPERIENCE OF A PERSONAL FINANCE CHAIN, 
1933-37, BY OCCUPATION OF BORROWER 1 ' 


Occupation 

% Distribution 
oj Number oj 
Loans Made 

Index of 
Charge-ojf 
Experience b 

Schoolteachers 

7.6 

- 21 

Office, clerical and other non-manual workers 

18.5 

- 21 

Persons with independent incomes, not employed 

1.2 

- 20 

Professional persons (exclusive of schoolteachers) 

2.6 

- 13 

Managers, superintendents and foremen 

10.2 

- 6 

Skilled and semi-skilled workers 

37.5 

- 2 

Proprietors 

10.4 

+ 15 

Unskilled workers 

5.1 

+ 33 

Salespersons 

6.3 

+ 54 

Not reporting 

.6 

+ 105 

Total 

100.0 



6 Based on data supplied by the Household Finance Corporation. 
b See Table 23, footnote b. 


a relatively good charge-off record borrowed sums ranging 
from $144 to $198. 

Since the indices shown in Table 27 are five-year averages, 
they conceal any year-to-year trends that might exist, but 
study of the separate yearly indices reveals that collections 
from unskilled workers and, with somewhat less regularity, 
those from professional persons exclusive of teachers, became 
relatively more successful over the period. Charge-off records 
became relatively worse for salespersons and office and clerical 
workers. Some occupations became relatively worse as credit 
risks, then better; and others vice versa. The significant con¬ 
trast lies between the experience with unskilled workers and 
with office workers, though the trend of the indices for these 
groups was, in general, what one would expect. During the 
recovery period income status probably improved more mark¬ 
edly among unskilled workers than in most other groups and, 
as wages became higher and steadier, defaults logically became 
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fewer. In contrast, the office, clerical and other non-manual 
worker groups, comparatively the best risks in the depth of 
the depression, showed an increasingly poorer charge-off 
record during the recovery period. 

These year-to-year changes in charge-off indices are of 
doubtful significance, however, because the method of com¬ 
putation is such that a change in charge-off experience for 
any one group will be reflected in changes in the charge-off 
indices for all other groups. Thus the increasingly poorer 
record of office, clerical and other non-manual worker groups 
may have been due to the improving charge-off record of 
other occupations. Year-to-year studies of indices are never¬ 
theless useful in showing shifts in the relative positions of 
various groups as compared to the average for all groups. 

Table 28, which presents charge-off experience according 
to the industrial source of borrowers’ income, indicates that 
postal service, telephone and telegraph, agricultural, railroad 
and streetcar, public and professional service, and iron and 
steel groups have provided the most desirable credit risks for 
the source lender. Mining, truck and taxicab, domestic and 
personal service, building and construction, food manufac¬ 
ture, and wholesale and retail trade groups account for the 
poorest credit risks. Borrowers fiom the groups classified 
under machinery and transportation equipment, automobile 
factories, textiles, printing and publishing, banking, insur¬ 
ance, real estate and brokerage, and also those classified as 
“miscellaneous and not reporting,” show about an average 
charge-off experience. 

An examination of the annual indices from which the aver¬ 
ages are derived shows that the pattern of behavior for “better 
than average” industries, with the exception of agriculture in 
1933 was consistent throughout the period, as was also that of 
the four industries having the poorest charge-off record, with 
the exception of building and construction in 1935. The in- 
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Table 28 

CHARGE-OFF EXPERIENCE OF A PERSONAL FINANCE CHAIN, 
1933-37, BY INDUSTRIAL AFFILIATION OF BORROWER® 


Industry 

% Distribution 
oj Number of 
Loans Made 

Index oj 
Charge-ojf 
Experience b 

Postal service 

1.5 

- 61.0 

Telephone and telegraph 

1.1 

- 54.4 

Agriculture 

1.9 

- 31.1 

Railroads and streetcars 

7.1 

- 28.7 

Public service 

10.0 

- 24.3 

Professional service 

11.5 

- 14.5 

Iron and steel 

4.9 

- 13.8 

Machinery and transportation equipment 

4.4 

- 8.7 

Automobile factories 

4.8 

- 5.2 

Textiles 

3.4 

- 2.2 

Printing and publishing 0 

2.5 

+ -4 

Banking, insurance, real estate, brokerage 

4.7 

+ 2.3 

Miscellaneous and not rcporting d 

16.7 

+ 4.1 

Wholesale trade 

.9 

+ 14.0 

Food manufacture 

5.5 

+ 20.2 

Retail trade 

9.4 

+ 24.7 

Building and construction 

2.4 

+ 31.1 

Domestic and personal service 

4.8 

+ 32.9 

Trucks and taxicabs 

1.7 

■f 61.2 

Mining 

.8 

+100.4 

Total 

100.0 



» Based on data supplied by the Household Finance Corporation. 
b See Table 23, footnote b. 

e This industry was not segregated in 1933. 

a “Miscellaneous” includes “other manufacturing,” ‘‘miscellaneous transpor 
tion and communication” and “miscellaneous trade.” 

dustries in the middle group display such varied patterns that 
no generalization is possible. 

It appears that from the standpoint of successful credit ad¬ 
ministration the industrial affiliation of a borrower is an im- 
portant determinant of credit standards, its significance lying 
in the regularity and security of employment provided by a 
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given occupation. It is probably true, however, that in judg¬ 
ing the relative safety of various credit risks a study of general 
economic conditions in particular fields of industry is second 
in importance to a careful investigation of the individual 
applicant. 


CHARGE-OFF EXPERIENCE BY SIZE OF LOAN 


The experience of the source lender during 1934-37 was that, 
in general, charge-offs vary directly with the size of loan. 0 
According to Table 29 they are less than average for loans 
under $100, just average within the $100-150 group, and 
greater than average for loans of $150 and above. Loans be¬ 
tween $250 and $300 have a considerably less successful 
charge-off record than those of $200-250, but the progression 
toward a poorer charge-off record is broken at the $300 group, 
which shows a record only slightly poorer than average. This 
group merits special attention, because $300 loans constituted 
about 20 percent of the total number and 36 percent of the 
dollar volume of all loans made by the source lender during 
this period, while loans between $250 and $300 were consid¬ 
erably less important, both in number and in volume. 

This exception in charge-off experience in regard to $300 
loans can perhaps be explained most satisfactorily by refer¬ 
ence to the occupational status of those who borrowed the 
maximum amount permitted. Data derived from the Detroit 
study referred to above show that approximately 70 percent 
of the $300 loans were taken by office and clerical workers, 
managers, superintendents and foremen, owners and managers 
(proprietors) and schoolteachers. According to Table 27 bor¬ 
rowers in these occupations, with the single exception of 
owners and managers (proprietors), displayed a charge-off 


IhwJi 5 ? ay - haVC giVen ** reverse im P ress >on. Indices shown in that 
table refer to income groups, however, not to average loan within th 

groups. The higher income brackets hive a betterTeSri in loUe nf r 
because of, their larger average loan. p,lC ° f ' not 
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CHARGE-OFF EXPERIENCE OF A PERSONAL FINANCE CHAIN, 
1934-37, BY SIZE OF LOAN 0 


Size of Loan b 

Average 
Size oj 
Loan 

% Distribution 
of Number of 
Loans Made 

% Distribution 
of Amount of 
Loans Made 

Index of 
Charge-off 
Experience * 

Under S50 

S 34 

3.5 

.7 

-38 

50-100 

66 

16.7 

6.5 

-14 

100-150 

115 

27.0 

18.4 

0 

150-200 

166 

13.6 

13.4 

+ 7 

200-250 

211 

14.9 

18.6 

+ 9 

250-300 

265 

3.8 

5.9 

+26 

300 

300 

20.5 

36.5 

+ 2 

Total 


100.0 

100.0 



a Based on data supplied by the Household Finance Corporation. 
b Each level is inclusive of the lower figure and exclusive of the higher. 
See Table 23, footnote b. 


record better than average (the office and clerical workers and 
schoolteachers much better than average). There is no such 
concentration of relatively better risks among the borrowers 
of $250-300, for whom the distribution by occupation is about 
the same as that for borrowers of smaller amounts. Unskilled 
laborers, for example, with a relatively poor charge-off record, 
account for about the same proportion of $250-300 loans as of 

those under $50. 

A cross-classification of the data, showing the uses to which 
loans of various sizes are put, reveals that loans for any pur¬ 
pose other than business needs constitute roughly the same 
proportion of the total, regardless of their size, but that busi¬ 
ness loans form a considerably higher proportion of $30 
loans than of those of any other amount. About 15 percent o 
the $300 loans, but only 8 percent of the $200-300 loans, are 
for business needs. Proprietors are the most likely to borrow 
for this purpose, and since they have a worse than average 
charge-off record (Table 27) a relatively bad charge-off expen- 
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ence on §300 loans would seem to be indicated—at least for 
those obtained to meet business purposes. It seems reasonable 
to suppose, however, that proprietors who obtain loans of this 
size are those who have relatively high incomes and are thus 
the better credit risks, an inference supported by the data in 
Table 25, which show a direct variation between size of loan 
and income class. Also, loans of §300 are less likely to be used 
for basic living expenses, such as rent, than are those of 
smaller size. 

The better charge-off record on §300 loans than on §250- 
300 loans may be further explained by data presented in 
Table 26, which shows that approximately 50 percent of the 
borrowers of §300 had monthly incomes of over §200, while 
only about 35 percent of those persons receiving loans of 
§250-300 were in this income class. 

There would be a still further explanation of the charge- 
off experience on §300 loans if these loans were secured 
mainly by chattel mortgages, while those in the §250-300 
group were primarily note loans. The Detroit study does 
not bear out this hypothesis, however. There were no sig¬ 
nificant differences in the distributions of various loan sizes 
by type of security. 

The relatively successful record on §300 loans must be 
explained, then, on the grounds that these loans are most 
frequently made to persons in occupational classes that pro¬ 
vide the better risks, and are most likely to be made to the 
borrowers with the highest incomes. Differences in credit 
investigation and collection procedure for loans of different 
sizes may have a significant influence on charge-offs, but this 
cannot be expressed in statistical terms. 

CHARGE-OFF EXPERIENCE BY CUSTOMER 
RATINGS 

The controls instituted by the large chain lenders have been 
designed in part to limit bad-debt losses to those that are 
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unpredictable and unavoidable, and there is reason to believe 
that such losses are even lower than they are at present esti¬ 
mated to be. The source lender has recently kept records, 
covering 1936 and 1937, that classify charged-off accounts 
according to whether they were or were not suspect at the 
time the loans were made. Terming as “A loans” all those 
that were considered sound when made, and as ‘‘B loans” 
those that were considered doubtful, the tabulation expresses 
the number of A loans charged off as a percent of the number 
of A loans made, and similarly for B loans. The computa¬ 
tions were made separately according to the status of the 
borrower—new, former, present or renewal. It was found 
that among new borrowers the ratio of B loans charged off 
to B loans made was between two and three times as great as 
the ratio between A loans charged off and A loans made, 
among former borrowers it was about seven times; among 
present borrowers about five times; among renewal borroweis 
six to seven times. These proportions obtained in both yeais 
covered by the data. It may be inferred from this analysis 
that among all except new borrowers the likelihood that a 
B loan will be charged off is at least five times as great as that 

for an A loan. 

The problem of selecting risks is not solved, of course, by 
this finding, for although the proportion of loans charged 
off is greater for B loans than for A, the proportion of each 
which is eventually charged off is relatively small; further¬ 
more, B loans as a whole are a rather small proportion o 
total loans. Therefore a lender might find it inexpedient to 
stop making B loans, since the income derived from them 
may be greater than the additional costs that they entai . 


Expenses and Income 


An analysis of the cost structure of personal finance com¬ 
panies is of particular interest because of the fact that lenders 
so frequently stress the high costs of retailing credit. Asser¬ 
tions to this effect are advanced to support the contention 
that relatively high rates are essential to profitable operation. 
In this business, however, earnings too are relatively high, 
ranging during 1929-36 from 7 to 12 percent of “average 
employed assets.” 1 A record of earnings computed on this 
basis is not completely satisfactory, yet in the absence of more 
direct measures it serves as an indication of the profitability 
of personal finance company operations. 

In view of the importance of these aspects of the personal 
finance business, data are presented in this chapter on the cost 
structure of personal finance companies, the ratios of gross 
expenses and income and net income to average employed 
assets, and the earnings and expenses in loan offices of different 
sizes and different organizational structures. The next chapter 

will deal with the related question of costs incurred on loans 
of various sizes. 

EXPENSES 

A typical distribution of expenses in the personal finance 
business is shown in Table 30, which is based on averages of 
annual data compiled from state banking department and 
accountants' reports for 1934, 1935 and 1936. Salaries, bad- 
debt loss, advertising, taxes and rent are the major items of 
expense in the personal finance business, all other items 

l The meaning of this term is explained on page 109. 
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Table 30 

PERCENTAGE DISTRIBUTION OF EXPENSES INCURRED BY 
PERSONAL FINANCE COMPANIES, 1934-36 a 


Item 

Percent 

Salaries 

38.6 

Bad debts and insurance against loss 

13.3 

Advertising 

10.7 

Sundry other expenses 

9.9 

Taxes and license fees 

9.4 

Rent 

5.7 

Printing, stationery, postage, telephone and telegraph 

4.2 

Travel 

2.5 

Legal fees 

2.1 

Auditing 

1.2 

Depreciation on furniture and fixtures 

1.1 

Insurance and bonding 

1.0 

Recording and acknowledging fees 

.3 

Total 

100.0 


0 Based on annual reports of state banking departments or, for states in which 
such reports are not published, on accountants’ reports prepared for state asso¬ 
ciations of personal finance companies from data filed with the state banking 
department. Data cover 17 states in 1934, 14 in 1935 and 17 in 1936. Expenses 
do not include interest on borrowed funds or amortization of financing costs and 
bond discounts. 

together accounting for less than one-fourth of total expenses. 
Salaries, including those of officers, executives, managers, 
clerical workers and other “inside” men, and also those of 
“outside” men or credit investigators, are the largest source 
of expense to the lender, accounting for about 39 percent of 
the total. Second in size is the item of bad debts and insurance 
against loss, which, after the subtraction of collections on 
accounts previously charged off, approximates 13 percent of 
aggregate expenses. The proportion for bad debts in Table 
30, although an average for 1934-36, is probably understated 
because recoveries were being made in this period on loans 
charged off during the preceding depression years. 

Advertising, the third most important item, absorbed about 
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11 percent of total expenses, an amount almost equal to that 
for bad-debt loss. Although personal finance companies en¬ 
gage in widespread advertising in order to attract new cus¬ 
tomers, a large part of their advertising expenditure is in¬ 
curred primarily to educate the public in the purposes and 
functions of the small loan business, and to counteract the 
frequent attempts to reduce the legal charge for small loans. 

The remaining 37 percent of expenses are variously dis¬ 
tributed among other cost categories. Taxes, including license 
fees as well as federal, state and local taxes, averaged 9 per¬ 
cent of total expenses, and rent 6 percent. Personal finance 
lenders have not the tax-exemption privileges of credit unions, 
and therefore they contend that their charges must include 
some provision for the payment of taxes. It is probably for 
this reason that they report all taxes, including income taxes, 
as a part of their cost structure. 


The only available measure of personal finance company 
expenses over a period of years is on the basis of “average 
employed assets.” This concept was developed by the Russell 
Sage Foundation because of the lack of complete data either 
on entrepreneurial investment (the sum of the balance sheet 
values of common stock, preferred stock and surplus) or on 
total investment (the sum of net worth and long-term bor¬ 
rowing). It is computed by multiplying the average of net 
loan balances 2 outstanding at the beginning and at the end 
of the year by 1.15 (allowing 0.05 points for cash balances, 
0.02 points for furniture and fixtures, 0.02 points for other 
tangible assets and 0.06 points for cost of development). 3 

In Table 31 the reported items of expense of small loan 
licensees are expressed as percentages of estimated average 


“Loan balance minus reserve for bad debts as of the same date. 

rentable ft" * “ nservative estimate <* assets other than loans 

receivable. This is apparent from M. R. Neifelds estimates of the balance 

°! P ersonal , finance companies, as of December 31, 1936. in which the 

3S °p f t0 l0ans «“ irab1 ' ™ !■*» (Personal Finance Co Jo, A £ 
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employed assets over the period 1929-36. Total expenses were 
fairly steady at about 17 percent during 1929-31, reached their 
high point of almost 20 percent in 1933 and then gradually 
decreased to 18.4. Rent followed the same general trend, but 
remained throughout the period at about 1 percent. Salaries 
varied slightly around 7 percent throughout the period. 
Expenses for advertising fell from 1.8 percent in 1929 to 
1.3 in 1932, and increased each subsequent year to 2.1 in 1936, 
suggesting that advertising varies in the same direction as 
the volume of business but with somewhat greater ampli¬ 
tude. Bad debts and insurance against loss displayed the 
greatest variation of all the expense items, rising from 1.8 
percent in 1929 to 4.3 in 1932, but thereafter declining 
steadily to only 1.9 in 1936. The item “taxes and license 
fees” varied irregularly between 1 and 2 percent, reaching 
its highest point (2.1) in 1936. 

The expense items listed in Tables 30 and 31 do not 
include any provision for interest paid by personal finance 
companies on their borrowed funds. This expense neces¬ 
sarily varies according to the proportion of total funds 
obtained by borrowing and the rate of interest that is charged 
for the use of such funds. Data from 10 selected states show 
that interest paid by personal finance companies in 1937 
ranged from a twentieth to a fifth of all other expenses. If 
these limited data are representative, and if expenses other 
than interest typically approximate 18 percent of employed 
funds—the average indicated by Table 31—then it appears 
that interest expense in 1937 ranged from 0.9 percent to 
3.6 percent of employed assets. Thus it may fairly be inferred 
that wide variations in the rate of interest paid on borrowed 
funds have proportionately a much smaller effect on total 
expenses, including interest, than on earnings, and that there¬ 
fore personal finance company charges to customers are not 
particularly responsive to changes in money rates. 
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GROSS AND NET INCOME 

The gross income of personal finance companies is governed 
primarily by the volume of funds invested in loans and the 
rates that customers pay for their use. But though these are 
the basic they are not the only determinants of gross income; 
failure to make collections on outstanding loans, recoveries 
on loans previously charged off, legally authorized fee collec¬ 
tions and interest on bank balances also affect the gross income 
of the licensed lender. 

By far the major component of gross income is the charges 
collected on loans. This item varies narrowly among states; 
in 1937 it averaged, for 15 states, 97.5 percent of gross in¬ 
come. 4 Collections on accounts previously charged off 5 con¬ 
stituted 2 percent of gross income for that year, and interest 
on bank balances, authorized fees and “other income’' ac¬ 
counted for the remaining 0.5 percent. 6 

In Table 32 gross income is expressed in percent of aver¬ 
age employed assets. From 1929 through 1933 the ratio de¬ 
clined, mainly, it would appear, because of the increased 
difficulty during these depression years of collecting all charges 
due on loans; 7 rate competition among lenders may also have 
contributed to the reduction in the gross income percentage 
but data for assessing the importance of this factor are not 
available. In any event gross income in relation to average 
employed assets began to rise again in 1934. 

Net income in percent of average employed assets, as shown 
in Table 32, does not indicate return on entrepreneurial 

* According to Neifeld’s estimates (ibid., p. 210) this relationship was 97 per¬ 
cent for all licensed lenders in 1936. 

5 This item is not included in gross income in Table 32 because in computing 
total expenses it was deducted from the expense item "bad debts and insur¬ 
ance against loss.” .. 

o These data covering 15 states are based on annual reports of state banki g 

departments or, for states in which such reports are not published, on ac¬ 
countants’ reports prepared for state associations of personal finance com¬ 
panies from data filed with the state banking department. 

7 See Neifeld, op. cit., pp. 223-24. 
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Table 32 


GROSS INCOME, TOTAL EXPENSES AND NET INCOME OF 
PERSONAL FINANCE COMPANIES, 1929-36, IN PERCENT 
OF AVERAGE EMPLOYED ASSETS ' 1 


Year 

Gross Income 

Total Expenses b 

Net Income 

1929 

28.6 

16.9 

11.7 

1930 

27.8 

16.4 

11.4 

1931 

27.3 

17.0 

10.3 

1932 

26.5 

18.8 

7.7 

1933 

26.0 

19.3 

6.7 

1934 

26.9 

19.1 

7.8 

1935 

27.9 

18.8 

9.1 

1936 

27.3 

18.3 

9.0 


»Data for 1929-33 based on L. N. Robinson and Rolf Nugent, Regulation oj the 
Small Loan Business (1935) pp. 241-42; data for 1934-36 based on annual reports 
of state banking departments or on accountants’ reports made available to us 
by the Russell Sage Foundation. 

b Expenses do not include interest on borrowed funds or amortization of financ¬ 
ing costs and bond discounts. The figures for total expenses differ slightly from 
the totals in Table 31; the reason is that Table 31 is based on slightly fewer 
states, since not all the states included in the present table provided a break¬ 
down of expenses. 

investment in personal finance lending; it does indicate, how¬ 
ever, the magnitude and direction of fluctuations in the 
profits derived from this type of credit business. The net 
income percentages in this table have been derived by sub¬ 
tracting the percentages for total expenses from those for 
gross income; thus the fluctuations in the net income figures 
may be understood from the other two items. 8 During 1929 
through 1933, when the gross income percentage declined, 
that for total expenses tended to increase; in 1934 and 1935, 
when the gross income percentage rose, that of total expenses 
fell. The result, of course, was a decline in the net income 
percentages during the former period, and an increase dur¬ 
ing the latter. It has already been indicated that the decrease 
in the gross income percentages during the depression was 

! In sta te reports interest on borrowed funds is not induded among expense 
items, and therefore net income percentages are to that degree overstated. 
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probably due primarily to a current decline in the ratio of 
charges collected to charges earned; as was shown in Table 31, 
the increase in the expense percentages during this period 
was due principally to a rise in the loss from bad debts and 
to some extent, during 1933, to an increase in salary expense. 
In 1934-35, on the other hand, collections improved and at 
the same time bad-debt losses were considerably reduced. 

In 1936, although the total expense percentage continued 
to fall, there was a slight decline in that for net income. This 
is traceable to the interesting fact that in 1936 the gross 
income percentage, for the first time since 1930, moved in 
the same direction as that for expenses. It is significant to note 
that the general tendency of the gross income and expense 
percentages to move in opposite directions has the effect of 
augmenting the movement of the net income percentage: 
when it decreases it falls more, and when it increases it rises 
more, than it would if gross income and expense moved in 
a more direct relationship with each other. 

SIZE AND TYPE OF LOAN OFFICE AS FACTORS 
IN EARNINGS AND EXPENSES 

The relative profitability of offices of different sizes, measur¬ 
ing size by total assets employed, may be examined in Tables 
33 and 34 for the two industrial states of Illinois and New 
Jersey. The net return, in percent of year-end employed 
assets, tends to vary directly with size of office. In New 
Jersey this was true for offices of all sizes up through $400,- 
000, though those with employed assets over this amount 
showed a slightly lower net return than did those with assets 
between $300,000 and $400,000. In Illinois the only offices 
that contradicted the trend were those of less than SI0,000 

assets and those of $75,000-100.000. This tendency for profits 

• 

to increase with size is doubtless due in part to the operating 
economies that are associated with larger volume, and it justi- 
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fies the emphasis placed on volume by personal finance 
lenders. There is confirmation, however, of the chain lenders’ 
contention that the business has not yet clearly established an 
optimum or most profitable size of office. 

To account further for this relation between profitability 
and office size the relation between the gross earnings percent¬ 
age and office size should be noted. In Illinois this percentage 
rose fairly steadily from 23 for offices in the $10,000-25,000 
class to 31 for offices having assets above $400,000; in New 
Jersey it rose from 14 for the $25,000-50,000 offices to 27 per¬ 
cent for those in the $300,000-400,000 class, but it was only 
21.5 for larger offices. In New Jersey, however, the smallest 
offices ($10,000-25,000) showed a higher gross earnings per¬ 
centage than did the next larger offices, and in Illinois the 
smallest offices (under $10,000) had the best record in this 
respect of any offices except those over $400,000. The favor¬ 
able earnings record shown by very small offices may be due 
to the fact that such offices are frequently operated as adjuncts 
to one or more other businesses, such as real estate or automo¬ 
bile financing. 

Along with the general tendency for the gross earnings 
percentage to increase is a corresponding and more pro¬ 
nounced tendency toward a decline in total expenses in 
percent of gross earnings. Although there is some variation 
in their behavior, salary and bad-debt loss percentages tend 
to decrease as size of office increases. Miscellaneous other 
expenses tend to decline to medium-size offices, then increase, 
and decline again for the larger offices. 

In Illinois offices of all sizes showed a profit return on total 
year-end assets employed, the lowest yield being 3.9 percent 
for $10,000-25,000 offices. In New Jersey this group (the 
smallest size class in the state) had a net deficit of 8.5 percent. 
The next three size classes (offices from $25,000 to $100,000) 
showed net returns ranging from 1.7 to 2.0 percent in New 
Jersey but from 5.9 to 8.7 percent in Illinois. This differential 
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Table 34 

EARNINGS AND EXPENSES OF 358 PERSONAL FINANCE LICENSEES IN ILLINOIS, 1937, BY SIZE 


EXPENSES AND INCOME 


117 


8 


o 


c 

.0 

•S 

a 

$ 




T3 
O * 

£ 2 

~ V 

E < 

w 


o 

u 

o 

-o 

E 

£ 


8 

(£ 

O 


3 


« 

3 kO -S' ^ 
05 


O 

U 

V 

•c 

*-* 

0 

< 

2 

.o 

v 

Q 

T3 

flj 

PP 


.1 

*•4 

R 

I 

© 

© 

£ 

R 

•• 

| 

I 


S3 

•« 

is 

13 

w 


1 

$ 



•Q 

I 

Si 

<0 


N- 

vO 

n- 

m 

vO 


00 

CN 

0 

'O 

N- 

O 


CN 

in 

vO 

in 

Cv 


r-« 

r- 

Cv 


• 

O 






*-« 

CN 

CN 

r-< 

Cv 


O 













in 

cn 

CN 

m 

in 

_ 

m 

cn 

& 

_ 

vO 

vf 

B 

O 

h- 

r- 

00 

CN 

• 

r- 

m 

0 

• 

r- 

CO 

• 

00 

• 

• 

O 


** 








CN 


O 


r- cn cn r- cn o co co C' 


vo m m co r*-. oo cv o o 


CV 


N- 

CN 


CN 


cn 

<n 

00 

m 

m 

CN 



vO 


vO 

N- 


r- 

m 

• 

m 

cn 

• 

CN 

CN 

# 

0 

vO 

<n 

cn 

CN 

CN 

CN 

cn 

<n 

cn 

CN 

cn 

CN 


o 

cn 


cn m 00 >0 CN CO ^ CO 
10 c\ o cn c\ r- r- r- vo 


vO 

r- 


00 

vO 


NO 

r- 


CO N* Cv cn 


m cn cv *- m 
in n- m <n m 


^ N n o cv 


m m r*- r- cv 
r- 00 r- vo vo 


r- 


*-* CN CN 


CN 

• 

NO 

• 

cn 

• 

in 

cn 

CN 

in 

CN 

vO 

m 

r- 

vO 

• 

• 

r- 

in 

• 

K 

CN 

CN 

CN 

CN 

cn 

CN 

cn 

CN 


00000 
00000 
00000 
^ • 
o m o m o 
*-« cn m o 


u 

o 


(jxLdxj) 

0000 

*X3 O O O O 
^ » •* 

D M o m 0 m 
^ M in n 


o o 
o o 
o o 
• •» 

o o 
o o 

22 
o o 
o o 

^ at 

o o 
o o 

CN 


o 

§0 
« o 
o O 

S © 

2§ 

o 

2$ 

® o 


2 

u 

O 

a 

u 

u 

o 

u 

e 

o 

o 


3 

u 

o 

Q, 

8 

T3 

o 


bo «j 

C *0 

•s a 

— o 

03 £ 

~ C 
(2 6 


•J 

I 


in 

• 

CO 

CO 

% 

r*- 

r-* 

O 

& 

CN 

^ a 

•p 

•^8 

in 

m 

CN 

CO 


• 

O 

• 

r- 

CN 

CN 


CN 

CN 

N* 

CN 

m 

• 

cn 

cn 

• 

• 

N* 


m 


NO 

N- 

CN 

m 

m 

cn 

in 

#t 

vO 

\0 

in 

>o 

NO 

r- 

vO 

s s 


vO 

»-« 

a 


V 

3 

TD 

O 

J3 

u 

V) 

§ 

£ 

#* 

I 

a 

£ 

1 


1 

1 

>3 . 

», o 

K 1/1 
O CO 

as^ 
^ v> 


3 

B 

</> 


a 

o 


v m 

~ fe 

° a 

2s 

8 <5 

T3 'S 
£ 

O 13 

53 

6 


1 = 

fl v £ a 

J X.H 


na a 


e >* a* v 

O — H > 

_ 3 w a 

^ o13 J 

a ♦* S « 

&£££ 

« H® 










118 


PERSONAL FINANCE COMPANIES 


between the two states is apparently due to higher ratios of 
expense to gross earnings in New Jersey, primarily higher 
salary percentages. Possibly in New Jersey a larger propor¬ 
tion of offices of these sizes are independents and pay out 
earnings in the form of salaries to owner-managers rather 
than as profits to parent chain companies. Net return on total 
assets (and also the gross earnings percentage, with a single 
slight exception for §300,000-400,000 offices) is consistently 
lower in New Jersey than in Illinois, for offices of all sizes, 
though for offices of more than §100,000 assets the differential 
between the states is much reduced. In this connection it is 
significant to note that for §100,000-200,000 offices total 
expenses, and especially salaries, take only a slightly higher 
percentage of gross earnings in New Jersey than in Illinois, 
and that for offices of more than §200,000 assets they take a 
considerably lower proportion than in Illinois. Doubtless 
one reason for the consistency of the differential between the 
states in regard to net return is that lower legal rates obtain 

in New Jersey. 

In view of the greater profitability of larger offices it is not 
surprising to find that they control a substantial share of the 
total business. In Illinois 36 percent of the offices had total 
assets of more than §100,000 and controlled 79 percent of all 
assets employed in the business. In New Jersey loan offices 
of this size constituted 59 percent of the total number and 
held 87 percent of total personal finance company assets. 

Chain offices usually have upwards of §50,000 in employed 
assets and therefore they fall in the more profitable size 
groups, showing a higher ratio of net return to total employed 
assets than do any other types of offices except partnerships. 
Data for the various types of lenders in Indiana, given in 
Table 35, show that chain lenders have, on the whole, tie 
largest offices and enjoy the highest ratio of gross earnings to 
total employed assets. Also they show a lower ratio of expenses 
to earnings than any other type except partnership offices. 



Table 35 

EARNINGS AND EXPENSES OF 274 PERSONAL FINANCE LICENSEES IN INDIANA, 1937, BY TYPE 
OF LICENSEE 11 
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The latter, next to the smallest in average size, have the 
lowest ratio of expenses and the highest net return on em¬ 
ployed assets. 

As to the individual expense items, the ratio of salaries 
to gross earnings is highest for independent lenders, and suc¬ 
cessively lower for partnerships, independent corporations, 
local Indiana chains and outside chains. The bad-debt loss 
percentage shows wide variation; it is lowest for partnerships 
and highest for independent corporations and outside chains. 
Other expenses, combined, show a substantially higher per¬ 
centage for chain and affiliated companies than for the other 
types. 

In considering these figures it should be borne in mind that 
there are considerable differences in accounting practices, 
and that therefore the data for the various types of licensees 
are not rigidly comparable. Also certain specific circum¬ 
stances undoubtedly affect the data in each case. For example, 
the notably high net return percentage of partnerships seems 
to result largely from their notably low bad-debt percentage, 
and this in turn may be due to specific policies or practices 
not statistically measurable, rather than to the organizational 
structure of the licensees, for only a handful of lenders come 
under this classification. And again, the higher salary per¬ 
centage and the low net return percentage of independent 
individual lenders are undoubtedly due partly to the fact 
that earnings are paid out to owner-managers directly as 
salaries rather than being retained in the business and dis¬ 
tributed periodically as profits. The comparatively favorable 
position of the chain companies is probably a justified deduc¬ 
tion, however, especially in view of the corroborative evidence 

from the analysis of office size. 
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Rates of Charge 


In the rates charged on personal small loans the consumer’s 
interest focuses on the cost of money borrowed, the lender’s 
on the relation of rates to profitability, that is, on the income 
from loans of different sizes and types compared with the 
average loan expense. The ultimate cost to the borrower is 
ordinarily simple to determine when the charge is expressed 
as a percent of unpaid balance for a stated period of time, but 
it may be difficult to analyze when charges are differentiated 
by type of loan and are presented in a complicated system of 
rate quotations. For the lender the relation between rates 
and profitability may also be difficult to determine exactly, 
because the cost of making loans may decrease as more loans 
are made. It is important, however, to analyze personal 
finance company rates from these two viewpoints. Therefore 
in this chapter we examine the cost to consumers, both in 
dollar and in percentage terms, of loans of various sizes and 
durations under different rate systems, and also the conten¬ 
tion made by some representatives of the business that loans 
of smaller amounts entail higher costs than larger loans and 
consequently justify higher rates of charge. 


FORMS OF RATE QUOTATION 

The maximum lawful rates chargeable by small loan 

' ln vanous ^tes were presented in Table 2 (p 

34). These rates may be classified into several general types * 

average or representative tnonthly percent rf chT^tpaid See 
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The first of these may be called the “flat” rate, a straight 
monthly percentage of the unpaid balance; this form of quo¬ 
tation was specified in the original draft of the Uniform 
Small Loan Law and remained the general type of rate until 
about 1932. It is now in effect in 13 states and the District of 
Columbia. Originally it was considered the ideal method of 
charge, and certainly it has two great advantages: it is simple 
to apply and easy to understand. 

The second general type of rate, which has recently be¬ 
come popular and is tending to supplant the flat type, is the 
combination rate; this combines two or more rates, allowing 
for a higher rate on an unpaid balance up to a specified figure 
and a lower rate on the remainder of the balance. The latest 
draft of the Uniform Small Loan Law 2 recommends, as an 
experimental maximum, 3*4 percent a month on an unpaid 
balance up to $100 and 2*4 percent on the remainder. At 
present 14 states and Hawaii have adopted maximum rates 
of the combination type. 3 

A special form of the combination rate which might lead 
to confusion is one which provides for a decreasing rate of 
charge computed on unpaid balance but graduated accord¬ 
ing to the original size of the loan, for example, 3 percent a 
month on loans of $100 or less and 2*4 percent on loans of 
more than $100. Such a rate, graduated according to size of 
loan, is at present employed only in Missouri. A borrower 
might easily confuse the two types of charges and regard a 
rate of “3-2*4 percent graduated at $100” as one with a charge 
of 214 percent on all loans above $100, whereas it is actually 
a 2 1/2 percent charge on that part of the unpaid balance 
above $100. When the rate is graduated according to size of 
original loan the loans above the dividing line carry a lower 
rate throughout their duration than do the loans of smaller 


2 The sixth draft, published January 1, 1935. f 

s Table 2 shows 15 states with graduated, or combination, maximi 
charge. It includes Missouri, however, which is here classified separat ). 
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amount; therefore borrowers may pay different charges on 
identical balances if originally they had borrowed different 
sums. The total difference in charge between loans just above 
and just below the dividing line is not insignificant; under 
the 3-2 Vi percent rate, for example, the initial monthly 
charge would be $3 on a loan of $100, and $2.75 on one 
of $110. 

There is another type of rate, not now in general use, 
which is referred to in the trade as the “restatement” rate. 
It provides for a regular interest charge and, in addition, for 
stipulated fees to recompense the lender for various services 
rendered. A schedule of this kind has recently been advo¬ 
cated by Jackson R. Collins as a means of circumventing 
provisions of certain state constitutions regarding legal in¬ 
terest. 4 It would require for each loan an investigation fee 
amounting to a maximum of 5 percent of the face of the note, 
but not exceeding $15, and an interest charge of 5 percent 
per year, both to be deducted in advance from the amount 
borrowed. Rebates of unearned interest would be allowed if 
the loan were paid off in full before maturity. There would 
also be a maximum monthly service fee, graduated according 
to the size of the loan, as follows: $1 on loans over $75, 75 
cents on loans from $51 to $75 inclusive, 50 cents on loans 
from $26 to $50 inclusive, and 25 cents on loans not exceed¬ 
ing $25. While no rates so complex as that proposed by Collins 
are to be found m Table 2, there are a few rates that approxi¬ 
mate this type. In Colorado, for example, there is an interest 


* 1[ ". a few , slates - indudin g Arkansas, Oklahoma, Tennessee and Texas the 

bcr 28, 1937 ' Fmam * L ™- Kansas City, Scptem- 
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charge of 10 percent per year plus an investigation fee of 
one-tenth the amount of the note. 

CHARGES TO CUSTOMERS UNDER VARIOUS 
TYPICAL RATES 

The maximum legal rates shown in Table 2 are not identical 
with the rates actually in effect, for any licensee is permitted 
to charge less than the maximum rate. Thus in a state where 
the maximum legal charge is a flat 3/ percent per month on 
the unpaid balance, a licensee could, if he wished, charge 
3 percent per month, or 3/* percent on unpaid balance up 
to §100 and 2 percent on the remainder, or 3l4 percent per 
month with a maximum charge of §5, or any of many other 
rates which might be mentioned. Any rate would be permis¬ 
sible as long as no borrower was charged more than 3 Vi per¬ 
cent on any portion of his unpaid balance. 

It is not possible, and probably could serve no purpose, 
to present a compendium of all the different rates which are 
in effect throughout the United States. Instead we present a 
list of some of the more common rates, the most important 
of which are naturally the legal maxima in the various states. 
A schedule of total dollar charges under these selected rates, 
for various loan sizes and loan periods, is presented in Table 
36, the charges being computed on the assumption that the 
loan is amortized by a fixed capital repayment each month. 
Table 36 shows also, for the various rates, the average monthly 
percentage charge for a loan of $300 repaid in 12 months, 
computed by dividing the total actual dollar charge by the 
sum of the monthly balances outstanding. 

The various rates shown in this table are arranged in order 
of magnitude, high to low, according to the total dollar 
charges on a 12-month loan of $200. It is interesting to note 
that in most cases the rates on loans of other denominations 
and other durations conform with this ranking; thus the table 
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allows of certain conclusions as to which rates are relatively 
higher than others. But rates should be compared only as 
they relate to particular circumstances. A borrower, if given 
the opportunity of choosing among alternative rates, would 
make his choice to fit his own particular case. He needs 
a certain amount of money, which he can repay in so many 
months, and perhaps he will need a second loan before he 
pays out completely. These and perhaps other considerations 
have to be borne in mind in choosing the best available rate. 5 

The comparison of rates is made more difficult by the fact 
that there is more than one method of expressing them. Rates 
may be expressed as total dollar charges, as in Table 36; but 
they may also be expressed as an average monthly rate of 
charge, determined by one of several methods, all of which 
give approximately but not precisely equal results. In most 
cases, however, it makes no difference which criterion is used. 
Whether the borrower compares alternative rates by deter¬ 
mining an average effective interest rate or whether he uses 
the much simpler expedient of merely computing the total 

charges he will have to face, he will usually arrive at the 
same conclusion. 


A question frequently asked concerns the per annum 
equivalent of monthly small loan rates. When there is a flat 

course just twelve 

times the monthly rate. A fixed percentage charge of 314 per- 
cent per month, for example, means that the borrower pays 

‘A single example will serve to show some of the various factors and com 
plexmes encountered in the choice of the most favorable “ 

has the choice of borrowing S300 at a straight 9 i/ ^ person 

sir >-1-*>. ; ,tx 

iiSlPSISI 

be *78.75, but with the 8 gradu1,&Z i t r„u.d <! b t e 0 «7: merest W ° uW 
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annual charges equal to 42 percent of his average outstand¬ 
ing balance; it means further that a small loan company will 
receive a gross income of approximately 42 percent per year 
of its loan volume employed in the business, provided it 
collects 100 percent of its charges on the due date. 0 

The per annum equivalent of combination rates is not so 
obvious and may be determined only for loans of given size 
and duration. It may be approximated, however, from the 
figures in Table 36: a rate of 3Vi-2 V 2 percent graduated at 
$100, for example, is lower than (or the same as) a 3>/2 percent 
and higher than a 3 percent straight rate for all regularly 
amortized loans, and therefore the per annum rate on such 
loans is somewhere between 36 and 42 percent. Since the 

G It has been alleged that since interest on small loans is paid monthly there 
is a possibility of monthly compounding and that therefore a rate of 3i/£ 
percent a month is not 42 percent a year but 51 percent. This, however, is 
not very reasonable. If the personal finance company could reinvest each 
month 100 percent of its gross earnings, representing 100 percent collections 
on employed assets, it would indeed show a return of 51 percent per year on 
the capital invested at the beginning of the year; but no personal finance 
company can operate on these terms. Again, lenders are usually forbidden by 
law to add interest charges to principal in case of default. They can, of 
course, plough back each month any excess earnings that are not needed to 
pay expenses or meet dividend payments; but the portion of monthly receipts 
that may be so utilized is small; and, in practice, monthly receipts amount to 
substantially less than the 3t/£ percent of assets which is theoretically to be 
expected. 

* Computed by dividing the total dollar charges by the sum of the monthly 
balances outstanding—equivalent to dividing the total dollar charges by the 
product of number of months outstanding and the average balance outstanding. 

A 10 percent discounted service charge renewable semi-yearly in addition to 
the 10 percent per year interest. This rate and the proposed Collins rate arc 
not direcdy comparable with the other rates shown in the table. In both cases 
the quoted charges should be considered as only approximations; they are 
based on the actual amount of cash advanced to the borrower, not on the face 
amount of the note. For a description of the Collins rate see p. 123. 

° In Ohio there is an additional charge of SI on loans of $50 and less. 

. r x? Cg0n * herc . is a minimum charge of SI per month on secured loans. 

, } n Maine there is a minimum charge of 25 cents per month. 

after l^month^ ** * ratC ° f 6 P ercent P cr y car on balances outstanding 

* m Ind j ana thcrc “ an additional fee of 50 cents on certain loans. 

acrniS;™? ratC “ipK d . Uatcd ^cording to original amount of loan rather than 
according to unpaid balance. 

A fee of $ I on loans of $50 or less, and $2 on loans over $50. 
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rates on individual loans vary considerably, there is no 
justification for attempting to obtain a more precise figure 
for the per annum rate. 

THE RELATIONSHIP BETWEEN RATES AND 
LENDERS* COSTS 

There has been much controversy among small loan experts 
on the ideal form of rate schedule. The Russell Sage Founda¬ 
tion and many others originally favored the flat percentage 
rate because of its simplicity. Others have held that the flat 
rate charge is unfair, since two classes of customers, the 
borrower of very small amounts and the borrower who re¬ 
pays his loan long before contractual maturity, do not pay 
enough to meet the costs of extending them service, and that 
therefore the flat rate should be replaced by one whereby each 
class of borrowers pays the actual costs incurred in extending 
the service received. 

In view of this controversy it is surprising that there is no 
adequate information available on the actual costs of making 
loans of various sizes and durations. The few cost accounting 
studies that have been made are not sufficiently detailed for 
the purpose. One available study, made by the Household 
Finance Corporation, is based on the operations of 8 New 
Jersey offices over eight months of 1931. 7 Although the com¬ 
pany has since abandoned this method of analysis we present 
it here as one possible approach to the problem of determin¬ 
ing relative costs by size and duration of loan. 

The Household computation involved three steps. First, 
the cost of making loans, including all expense that could 
directly or indirectly be allocated to investigation and to open¬ 
ing and closing the account, was divided by the total number 
of loans made during the period; this resulted in a cost per 
loan of $5.1688, hereafter called investigation cost, and 

7 Brief submitted by the Household Finance Corporation to the New Jersey 
Small Loan Commission, November 23, 1931, pp. 5 ff. 
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dividing by 12.35, the average number of months during 
which all loans were outstanding, gave $.4185 as the average 
investigation cost per loan per month. Second, a carrying 
cost was determined by dividing the total cost per month of 
carrying and collecting all loans by the average number of 
loans on the books at the beginning of each month; in this 
way $.9071 was obtained as the average cost per month of 
carrying a loan. Third, a percentage capital cost was com¬ 
puted by totaling bad debts and similar losses, federal income 
taxes, and a profit allowance at the rate of 12 percent of the 
amount of capital funds employed, and dividing this sum by 
the amount of capital employed; as a result, 1.5061 percent 
per month of the average outstanding balance was found to be 
the cost of providing capital. 

Table 37 

AVERAGE COST PER MONTH OF MAKING AND OF CARRY¬ 
ING A PERSONAL FINANCE COMPANY LOAN, JANUARY- 
AUGUST 1931, BY SIZE OF LOAN* 


Size 

°f 

Loan 


Operat¬ 

ing 

Cost 

per 

Month b 


Capital 

Cost 

per 

Month 0 


Total 

Cost 

per 

Month 


Necessary 

Rate 

Charge 

per 

Month 


$ 


Average 
Balance 
Outstanding 
During Life 
of Loan d 

S 20.06 
33.43 
66.87 
133.74 

__ 200.61 

,'B" d on brief submitted by the Household Finance Corporation to the New 
ODerari™^ sT N ° Vembcr 23 ' *931, p. 6; the data cover the 


% 30 
50 
100 
200 
300 


S 1.3256 
1.3256 
1.3256 
1.3256 
1.3256 


.3021 

$ 1.6277 

8.11% 

.5035 

1.8291 

5.47 

1.0071 

2.3327 

3.49 

2.0142 

3.3398 

2.50 

3.0214 

4.3470 

2.17 


*3° PERSONAL FINANCE COMPANIES 

In this threefold classification of costs the investigation cost 
is independent of the size and duration of the loan; the cost 
for the expenses of carrying and collecting is independent of 
the size of the loan; and the capital cost varies directly with 
the amount of the outstanding balance. On the basis of such 
a threefold classification it would be possible to estimate the 
cost of making a loan of any size and any duration. In the 
study carried out by the Household Finance Corporation, 
however, computations were made for loans of various sizes 
but of only one duration, 12.35 months—the average for all 
loans during the period specified. The results of this study, 
as they apply to loans of several sizes, are presented in Table 
37, which also indicates the necessary rate charge per month 
to cover these costs. 

Jackson R. Collins 8 recently reported a study comparable 
to that of the Household Finance Corporation. The results 
are summarized in Table 38, with average annual cost 
itemized in four categories, for the period 1929-36. It is in¬ 
teresting to note that credit investigation and acquisition 
expense, plus expenses incidental to closing transactions, is 
here $6.77 per year, as compared with the Household estimate 
of $5.17. The difference may be explained partially by the 
fact that Household had no advertising expense in New 
Jersey in 1931. The Collins estimate of average carrying 
cost of $10.49 per year, or $.87 per month, is almost identical 
with Households $.91 per month. In the Collins study the 
item for bad debts is strictly a variable cost that should 
properly have been combined with the total costs of providing 
capital, and the lack of any treatment of capital costs is a 
decided shortcoming. 

According to these estimates a rate schedule which would 
insure that each loan pay its share of costs should include: 
a fee of about $7, regardless of the size or duration of the 

8 Report on Conference on Personal Finance Law, Kansas City, September 28. 
1937. 
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Table 38 

AVERAGE COST PER YEAR OF MAKING AND OF CARRYING 
A PERSONAL FINANCE COMPANY LOAN, 1929-36“ 


Item 

Cost 

Credit investigation and acquisition expense 

S 5.77 

Expenses incidental to closing transactions 

1.00 

Bad debts charged off 

3.38 

Carrying charges 

10.49 

Total 

20.64 


* Based on J. R. Collins, Report on Conference on Personal Finance Law , Kansas City, 
September 28, 1937, p. 30. Each figure represents an unweighted average of 
annual averages. 


loan, to cover the costs of opening and closing the account; 
a monthly service fee of about $1, regardless of the amount of 
the unpaid balance; and an interest fee of about I 1/2 percent 
per month on the unpaid balance. Such a rate is somewhat 
similar in form to the restatement rate discussed above. 0 The 
restatement rate, however, would provide for an investigation 
fee graduated according to size of loan, and for an annual 
rather than a monthly interest charge. 

Such divisions of costs serve to show why the lender often 
considers very small loans, or loans repaid in a month or so, 
to be unprofitable under the flat-rate method of charging; but 
as a meaningful treatment of costs they have definite short¬ 
comings. Some costs cannot be allocated to any of these 
categories, but must be charged against the general conduct 
of the business; such costs are license fees, and probably man¬ 
agers’ salaries, auditing, at least part of rent and part of 
advertising, and it is probable that these are by no means 
negligible. If such general costs are to be fitted into a three¬ 
fold, or a fourfold, classification, they must be allocated by 
some arbitrary method. They might be divided equally 
among all loans regardless of size; they might be apportioned 

8 See p. 123. 
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according to size; or they might be distributed according to 
loan duration, as so much general cost per month. In fact, 
any arbitrary cost accounting basis might be used, or even 
some preconceived standard of social justice. 

Moreover, even if it were possible to classify all costs 
according to four categories—investigation, carrying, capital 
and general—such concepts as average investigation cost per 
loan made, average carrying cost per loan carried, and average 
capital cost per month per dollar outstanding, are somewhat 
misleading. These per-unit costs may vary with size or dura¬ 
tion of loan, size of the establishment, type of borrower or 
nature of the security. 

With regard to size of loan, it has already been shown that, 
other things being equal, charge-off losses are relatively higher 
for large loans than for small loans; 10 this would seem to 
necessitate a more exhaustive investigation of the borrowers 
of large amounts, or else the setting up of more than propor¬ 
tional reserves against losses from this source. In either case 
the larger loan is relatively more costly on this account than 
the small loan. 

It is difficult to generalize about the variation of unit loan 
costs among offices of different sizes. We have already pre¬ 
sented evidence showing that the net rate of return increases 
as size of office increases; 11 one would naturally conclude from 
this that unit costs are less for the larger offices. 

Similarly, it cannot be assumed that the cost of investiga¬ 
tion is as great for present and former borrowers as it is for 
new borrowers; and also other items of cost, particularly risk, 
may be expected to vary among old, present and new cus¬ 
tomers. Moreover, a loan secured by a chattel mortgage on 
household goods, on which it is necessary for an "outside 
man to investigate the home, is doubtless a more costly under¬ 
taking than a schoolteacher loan, an unsecured or note loan, 

10 See Tabic 29, p. 104. 

11 Sec Tables 33 and 34, pp. 116-17. 
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or a wage-assignment loan, for which the nature of the credit 
investigation is quite different. 

The main significance of such studies of loan costs as those 
reviewed here is that they distinguish the principal cost com¬ 
ponents. As guides to operations in the business they may be 
quite misleading. The estimates of cost that have been pre¬ 
sented are estimates of average costs, computed by distribut¬ 
ing the total of a particular kind of cost equally among all 
loans made. But in attempting to achieve maximum efficiency 
the loan office manager must consider much more than these 
average costs. If his facilities are not fully utilized additional 
business may be handled for a very small additional expense, 
and he may profitably take on loans of a type that might be 
considered unprofitable at existing rates if average costs were 
the only criterion. In particular, he might be glad to make 
loans of less than average size, or loans of shorter than average 
length, even though he could show that such business did not 
pay enough to cover the average cost, for the average cost 
might be reduced by the additional volume of business. 

These considerations merely suggest that the criterion of 
average cost as the basis for discriminating in charges as be¬ 
tween smaller and larger loans, or shorter or longer note 
lengths, is subject to many difficulties from the standpoint of 
actual lending operations. The employment of average costs 
for such purposes ignores too the social and regulative aspects 

of personal loan charges, but with these the present study has 
not been directly concerned. 




7 


The Effects of Changes in Maximum 
Legal Rates 


The legal rates of charge permitted licensed personal finance 
lenders are frequently criticized as excessive. Lenders, how¬ 
ever, defend these rates on the ground that costs of small loan 
retailing are high and necessitate legal rates sufficiently large 
to encourage licensed operation. Otherwise, they contend, the 
business will either disappear entirely, cutting off these credit 
facilities from the low income groups normally constituting 
the market for personal finance loans, or it will be conducted 
illegally at still higher rates of charge by persons willing to 
risk prosecution under the usury statutes. To support this 
contention of licensed lenders the experiences of states that 
have drastically changed the maximum rate provisions of 
their small loan laws—from levels in some cases regarded by 
licensed lenders as adequate, in some cases as inadequate— 
are often cited. 

For a factual analysis of the result of rate changes it would 
be desirable to have annual data for each state on at least the 
following bases of comparison: the number of licensees; the 
number of loans made; the average size of loan made; the 
volume of loans outstanding; and the average size of loan 
office as measured by loans outstanding. Only part of this 
material is available, and therefore an analysis of the effect on 
the personal finance business of changes in maximum legal 
rates must be confined to 5 states for which there is sufficient 
information: New Jersey, West Virginia, Georgia, Tennes¬ 
see and Missouri. In New Jersey and West Virginia the maxi- 
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mum legal rate was reduced and subsequently raised; in 
Georgia, Tennessee and Missouri rates were reduced and 
continued without further change. 1 In the following pages 
the changes in these states are discussed in order of severity. 

RATE CHANGES IN NEW JERSEY 

On May 6, 1929, effective February 15, 1930, a law reducing 
the maximum legal rate from 3 to l J A percent per month on 
unpaid principal balances was passed in New Jersey. The 
legal maximum was raised again in 1932, and therefore it is 
the situation existing from 1929 to 1931 that is significant in 
studying the effects of reductions in legal rates. 

Almost immediately after the legislative rate reduction 
became effective small loan licensees began to liquidate their 
businesses. This is apparent from Table 39, which shows that 
between 1929 and 1931 the number of licensed lenders de¬ 
clined from 415 to 117, and outstanding loan balances fell 
from approximately §20,500,000 to less than §5,500,000. 
There was a substantial increase in the size of loans made 
during these years, the average rising from §165 in 1928 to 
§240 in 1931, a change appearing particularly significant 
when it is recalled that the maximum legal loan for such 
lenders was §300. It is interesting to observe, however, that 
in comparison with changes occurring later, rate reduction 
had very little effect on the average size of loan office. 

Some indication of the degree to which these developments 
may be attributed to the reduction in the maximum legal 
rate is obtained by comparing New Jersey experience with 
the small loan business of the country as a whole, and espe¬ 
cially with experience in Massachusetts, where the economic 
structure of the state is reasonably similar to that of New 
Jersey but where legal rates remained unchanged. In 1929-31, 
while outstanding loans in New Jersey were falling off by 

1 In Missouri a new rate went into effect on November 1 , 1939 . 
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EFFECTS OF CHANGES IN RATES 



nearly 75 percent, the estimated total of personal finance 
company receivables throughout the nation increased from 
1255,500,000 to $285,600,000. 2 In Massachusetts, as is evi¬ 
dent in Table 39, the number of licensed lenders increased 
during these years from 137 to 193, and loans outstanding 
rose from $9,200,000 to $14,600,000. Furthermore, while the 
average New Jersey loan increased significantly in size, the 
average Massachusetts loan remained about constant. 

These data seem to indicate that general economic condi¬ 
tions do not explain the changes in number of licensed 
lenders, in total volume of loans outstanding, and in average 
size of loan made, that occurred in New Jersey between 1929 
and 1931. In fact, it can be inferred with fair certainty that 
the 50 percent reduction in the maximum legal interest rate 
forced many New Jersey lenders out of business and encour¬ 
aged those who remained to restrict their activities princi¬ 
pally to the market for larger loans. Some lenders moved 
out of the state in search of more favorable lending conditions. 
An extract from a report of the Pennsylvania state banking 
department states: “Many of the organizations licensed to do 
business in New Jersey prior to 1929 removed their offices 
to Morrisville, Pennsylvania, which is just across the Dela¬ 
ware from New Jerseys capital, Trenton, and to Philadelphia, 
where on the other side of the Delaware are Camden and 
many other smaller cities and towns in South Jersey. New 
Jersey borrowers came from points within a radius of fifty 
miles to obtain loans from Pennsylvania offices at 3/ 2 percent 
per month for the reason that there were no facilities in 

ew Jersey where these loans could be obtained at the legal 
rate of l]/ 2 percent per month.” 3 

The Household Finance Corporation has made a report 
on its operations in New Jersey during the reduced-rate 


M. R. Neifeld, Personal Finance Comes of Age (1959} d 14 

ruaTl937 n ^ ^w" 8 De P artment « on Small Loan Companies (Feb- 
1937 > 33 P« House Resolution No. 180. adopted June 21, 1935) p t 
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period. 4 This company, although fearing that the new low 
rates would preclude profitable operation, continued several 
offices on an experimental basis and found that liquidation 
of many lending concerns had almost eliminated competition. 
In consequence the company was in a position to effect 
numerous economies; it ceased to advertise and operated 
only offices of about §300,000 in assets because this size was 
considered most efficient. In spite of the cessation of adver¬ 
tising, applications for loans were so numerous that the com¬ 
pany was able to exercise the greatest discrimination in 
selecting risks and to confine loans to the most profitable size 
—§200 to §300. By this means it remained possible to operate 
loan offices at a small profit, the Household Finance Corpora¬ 
tion reporting: “While restricting service to the more profit¬ 
able sizes and better risks, with practically no competition, 
the corporation was able to earn only 4.40 percent on em¬ 
ployed capital, and would have operated at a loss under 
normal competitive conditions.” 5 

The New Jersey small loan law was amended in 1932 to 
permit a maximum rate of 2 l A percent per month on unpaid 
principal balances, and further indication of the effect of 
changes in legal rates is given by New Jersey experience 
between 1932 and 1936 (Table 39). After this amendment 
the volume of loans outstanding increased from §6,300,000 
in 1932 to §13,500,000 in 1936. The average loan fell in 1933 
to §167, almost identical with the average loan under the 
3 percent maximum rate allowed in 1928. In Massachusetts, 
on the other hand, where the legal rate was not changed, the 
volume of loans outstanding and the average size of loan 
remained fairly constant during this period. It would appear, 
then, that if other factors are unchanged a rise of this magni¬ 
tude in the maximum legal rate will tend to increase the 

* Brief submitted by the Household Finance Corporation to the New Jerse> 
Small Loan Commission, November 23. 1931. 

5 Ibid., p. 1. 
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volume of loans outstanding and decrease the average size of 
loan, and vice versa. 


One of the most interesting features of the New Jersey 
experience between 1932 and 1936 is that the increase in 
maximum legal rate did not cause lenders who had left the 
field in 1929 to return, nor did it seem to attract new licensed 
lenders into the small loan business. In consequence the aver¬ 
age size of loan office in New Jersey rose rapidly between 
1932 and 1936, a tendency found also in Massachusetts, but 
on a much smaller scale. This development necessitates con¬ 
sideration of certain additional features of the 1932 New 
Jersey small loan law. 


The law included provisions that: (a) a small loan com¬ 
pany cannot be granted a license unless it has $25,000 of net 
worth and $25,000 in liquid assets either invested in small 
loans or available for such investment; (b) the granting of a 
license must “promote the convenience and advantage of the 
community”; (c) the fee for a license should be $200 and all 

applicants for licenses must pay an additional $50 investiga¬ 
tion fee. 6 


Provision (a) was a new departure in New Jersey law, and 
doubtless explains to some extent the increased size of loan 
office after 1932J The average size of loan office in 1930 was 
less than $45,000, and therefore many offices operating at that 
time could not have met the new requirements of the 1932 
aw. Provision (b) was, presumably, a device to limit the 
number of offices in the community in accordance with com- 
petiuve conditions and, to judge by the marked change in 
average size of office, must have been so interpreted and 
administered. Provision (c) was, of course, an added burden 
n the small office, but would not in itself have kept down 


7 The • L ^' VS ° E ] 9S2, Clla P Ier ®2, Act passed April 12 1932 

ssaawi 
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the number of licensees to the low figure that actually 
obtained. It seems evident that all of these changes in legal 
provisions, and not merely the change in maximum rate, had 
a bearing on the special character of New Jersey experience 
between 1932 and 1936. 

RATE CHANGES IN WEST VIRGINIA 

West Virginia’s first small loan statute was enacted in 1925, 
and set the maximum rate at 3 l A percent per month on un¬ 
paid principal balances. Early in 1929 this law was amended, 
the change effective in June, to reduce the maximum rate to 
2 percent per month on unpaid principal balances. About 
four years later a second change was enacted: the maximum 
rate was raised to 3>/ 2 -2'/2 percent, graduated at 3150, by a law 
passed on March 11, 1933, effective 90 days from passage. 
Thus West Virginia provides for consideration a period from 
1929 to 1933 during which a reduction was in effect, and the 
period since 1933, during which the rate has been higher 
again. 

Table 40 shows that between June 30, 1929, and June 30, 
1933, the total number of small loan licensees, as reported by 
the state banking department, fell by about two-thirds, from 
62 to 23. Loan balances outstanding were reduced from over 
31,500,000 at the end of 1929 to roughly 3600,000 at the 
end of 1932, or nearly 60 percent, but by December 31, 1933, 
they had increased by more than 100 percent over the 1932 
figure. This 1933 increase may have occurred before or after 
the rate change of June 9, 1933, or may have been spiead 
throughout the year; in the absence of complete data it can¬ 
not be entirely explained in terms of rate change. The aver¬ 
age size of loan office, as measured by loans outstanding, rose 
in 1930 by about 20 percent but fell in 1931 and continued 
to fall in 1932, apparently as the result, at least in part, of 
certain large lenders ceasing to do business in the state. For 
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Table 40 


NUMBER OF PERSONAL FINANCE LICENSEES AND VOLUME 
OF LOAN BALANCES OUTSTANDING, WEST VIRGINIA, 

1929-38 


Tear 

Number oj 
Licensees * 

1929 

62 

1930 

36 

1931 

31 

1932 

32 

1933 

23 

1934 

32 

1935 

34 

1936 

34 

1937 

34 

1938 

41 


Loans Outstanding 


Total b 

Average 
per Office 

51,540,000 

S 24,838 

1,080,000 

30,000 

650,000 

20,967 

640,000 

20,000 

1,334,000 

58,000 

2,029,832 

63,432 

2,680,373 

78,834 

3,452,769 

101,552 

4,558,140 

134,062 

4,551,925 

111,022 


“Based on state banking department figures, as of June 30th. 
xT F f? J reS , f0r 1929 throu S h 195 3, as December 31st, arc taken from M. R. 
™ d ’ P ™ nal Finance Comes 0 / Age (1939) p. 262. Figures for 1934 through 
U38, as of June 30th, arc taken from reports of the state banking department. 

example, the Beneficial Industrial Loan Corporation was 
operating 7 offices in the state on June 29, 1929, but these 
offices ceased to do business in 1930 because a 2 percent rate 
was found unprofitable. Like the total volume of loans out¬ 
standing the average volume per office rose very sharply 

in 1933. v 7 


There is some indication that in West Virginia the reduc¬ 
tion in the maximum legal rate encouraged illegal lending; 
the Better Business Bureau of Huntington, West Virginia, 
reported in 1931 that the rate change had “virtually forced 

the legitimate lenders out of business and served as an invita¬ 
tion to the high rate operators.” 8 


thto‘'ore n 32 h lir„ CnnSyh,a r, ia . Kp0r .‘’ op ' cil - P- > 2 - I" view of the fact that 
jn effect the 

sk'JSr.srsjysr' - — 
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On June 9, 1933, the amendment to the small loan law 
of 1929 became effective. In addition to raising the maximum 
legal rate to %Vz-^ x A percent, graduated at §150, the 1933 act 
requires that licensees pay an investigation fee of §50 and 
an annual fee of §100, besides bearing the expense of an 
annual examination, that the banking department grant new 
licenses only if such action “promotes the convenience and 
advantage of the community in which the business of the 
applicant is to be conducted,” and that each licensee must 
have a minimum amount of liquid assets equal to §2000. 

In 1934 the number of reported licensees rose sharply and 
it then remained fairly constant until 1938, when a further 
increase occurred. Aggregate loan balances outstanding in¬ 
creased greatly during 1933 and 1934, and continued to rise 
in subsequent years; in 1938 total loans outstanding were 
over seven times as great as in 1932 and over twice as great 
as the 1934 figure. The average loan balance outstanding 
per office rose greatly in 1933 and in 1938 it was nearly double 
the 1933 figure. This rise was doubtless due both to the 
increase in the total loan volume, following the rate increase, 
and to the state banking department’s limitation of licensees. 

In short, after the legal maximum rate was cut in West 
Virginia, the total number of licensees fell 63 percent within 
four years, whereas in the country as a whole the reduction in 
this period (1929-33) was only 5.5 percent. 9 Loan balances 
outstanding declined by 58 percent (1929-32), but for the 
country as a whole there was practically no decrease. 10 In 
1933 the law was changed. Subsequently the total number of 
reported licensees increased by 28 percent (1934-38) while 
the national increase was only 10 percent. Loans outstanding 
increased by 70 percent (1934-36) while the increase for the 
country as a whole was 24 percent. 11 

o According to the number of licensees reported by the American Association 
of Personal Finance Companies. 

10 Ncifeld, op. tit., p. 14. 

11 Ibid. 
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In the absence of supplementary data it is not possible to 
say with certainty that the changes which took place in the 
personal finance business in West Virginia over the period 
1929-38 arose solely from legal action, but these changes tend 
further to demonstrate that reductions in the maximum legal 
rate are followed by reductions in both loan volume and 
number of licensed lenders, and that rate increases are fol¬ 
lowed by increases in loan volume and number of lenders. 

RATE CHANGES IN GEORGIA 

On March 26, 1935, Georgia reduced the maximum rate 
chargeable under its small loan statute from 3>/2 to 114 per¬ 
cent per month on unpaid principal balances, and has since 
continued this rate without change. As shown in Table 41, 
the number of licensees reported by the state banking depart¬ 
ment declined precipitately until, in 1937, only 8 remained. 
Loans declined to such an extent that by 1936, the last year 
for which data are available, they were only 13.5 percent of 
1934 outstandings. It is interesting to note also that the aver- 

Table 41 

NUMBER of personal finance licensees and volume 

OF LOAN BALANCES OUTSTANDING, GEORGIA, 1934-37“ 


Loans Outstanding 


Total • Average 

per Office 


$72,534 

43,389 

14,615 

d 


1934 

1935 

1936 

1937 


58 

59 
39 

8 


$4,207,000 

2,560,000 

570,000 

d 


* As of December 31st. 

• M 1 p rt M -r y , bankin & department. 

d Not av2lable d> ***** ° mu ° f Agt (1939) P- 262 - 


Tear 


Number of 
Licensees h 
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age size of loan office fell 40 percent between 1934 and 1935. 
The 1936 figure on average size of loan office is of doubtful 
significance, because some of the reported licensees may not 
have been operating in that year, as is known to have been 
the case in 1937. The effect of the rate reduction on the larger 
lenders is indicated by state banking department information 
to the effect that the Beneficial Industrial Loan Corporation 
discontinued in 1936 the 4 offices that it had operated in the 
state in 1935. 

It seems reasonable to assume that total loans outstanding 
and the average size of loan office were even lower in 1937 
than in 1936. Of the 8 licensees reported in 1937, only one 
company actually confined its business to that of licensed 
small loans, and this organization is not representative of 
commercial lenders generally: it is well endowed, has no 
shareholders, and because of the philanthropic bent of its 
owner does not need to operate at a profit. 

Some formerly licensed lenders now conduct an extra- 
legal business. One large chain alleges that an applicant for 
a loan of §100 pays a fee of §2 and executes a note for $108, 
getting $92 in return, and that this debt is amortized monthly 
over a period of a year, thus bringing the total charge to about 
31/2 percent per month. Other lenders engage in a pseudo 
building and loan business, charging 8 percent interest dis¬ 
counted in advance, and a fee of 2 percent of the face amount 
of the note; in addition, the borrower is required to buy 
shares of the lender’s stock at a premium of $1.50 per $50 
share, and the debt is retired when the borrower completes 
the monthly payments on the stock and delivers it to the 
lender. Salary buyers have increased in number, and their 

charges often exceed 100 percent per year. 12 

Thus in Georgia a very low maximum legal rate has within 

12 Consumer Credit Institute of America, Report on the Small Loan Situation 
in the State of Georgia (1938). 
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a few years created conditions under which few licensed 
lenders are willing to operate. 

RATE CHANGES IN TENNESSEE 

Before February 1937 Tennessee’s small loan statute pro¬ 
vided for a maximum interest charge of 6 percent per year 
and a fee for “investigating the moral and financial stand¬ 
ing of the applicant, investigating the security, titles, etc., 
and for other expenses and losses of every nature whatsoever, 
and for closing the loan”; the fee was not to exceed 3 percent 
per month of the principal sum lent, and both interest and 
fee were to be computed on unpaid balance due at the end 
of each month over the life of the loan. In February 1937 the 
law was revised and the rate changed. The 6 percent interest 
charge was continued, but the fee was reduced from 3 to 1 
percent per month. This change amounted, in effect, to a 
reduction from 3Vz to 1 ] A percent per month on unpaid 
principal balance. 

Table 42 presents estimated figures on the personal finance 

Table 42 

NUMBER OF PERSONAL FINANCE LICENSEES AND VOLUME OF 
EMPLOYED CAPITAL AND OF LOANS MADE, TENNESSEE, 

1936-38* 



1936 

1937 

1938 


Number of 
Licensees b 


57 

12 

6 


Employed Capital 


Total 

Average 
per Office 

Loan Volume 0 

$3,702,834 

471,454 

182,000 

$64,962 

39,287 

30,333 

$5,500,000 

700,000 

d 


b 5“ 19 ^ 6 _ and 1937 > “ of December 31st; in 1938, as of June 30th. 

Institutions in Tennessee ' unpubUshcd 

I Edmund Mottershead’s estimates for Consumer Credit Institute. 
"Not available. 
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business in Tennessee. After the rate reduction in 1937 many 
licensed lenders sold out to liquidating companies or stopped 
lending; by the end of that year the number of licensees was 
only 21 percent of the number operating in 1936, and by 
June 30, 1938, it was only 10.5 percent. In 1937 capital 
invested in the industry was only 13 percent of its 1936 
volume, and in 1938 it had fallen to 5 percent; the average 
capital employed per office declined correspondingly, though 
not nearly so sharply. According to estimates of the Consumer 
Credit Institute the total volume of loans made during 1937 
was about 13 percent of the 1936 figure. It thus appears that 
the rate reduction in Tennessee was sufficient to cause drastic 
decreases both in the number of licensed lenders and in the 
volume of business conducted. 

RATE CHANGES IN MISSOURI 

In Missouri a reduction of the maximum legal rate from 3 ! /2 
to 2 V 2 percent per month became effective on August 29, 1929. 
The effects of this change differed from those produced in 
other states by rate reduction, because the Missouri small loan 
law had been in effect for only two years and the business was 
still growing rapidly when the rate was reduced, and also 
because the level to which rates were reduced was not so low 
as that in any other state we have discussed. 

The number of licensees decreased from 174 in 1928 to 
95 in 1931. 13 The volume of outstanding loans, however, 
which had increased from about $6,100,000 in 1928 to almost 
$10,500,000 in 1929, 14 continued through 1931 at about its 

13 Pennsylvania report, op. cit., pp. 12-13. 

14 The 1929 Summary of Annual Reports of Personal Finance Companies of 
Missouri reports that 27 companies were in business for only part of the year 
1929, or failed to make complete reports. The loan balances of these com¬ 
panies amounted to $365,000. Even if this figure is deducted from the loan 
figure for 1929, it is evident that the personal finance business was growing 
rapidly in Missouri just before the rate cut, and did not notably decline unti 
about two years after the cut. 
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1929 level, fell in 1932 to $8,400,000 and in 1933 to less than 
$7,200,000, but rose by 1937 to nearly $10,200,000. 

The average size of loan office, as measured by average 
loan balances outstanding, was increasing rapidly before the 
rate change: in 1928 it was $35,000 and in 1929, when the 
rate change occurred, the 107 offices remaining in business 
throughout the year had an average loan balance of $94,000. 
By 1931 the average size had increased further to $125,000, 
and it fluctuated between $83,000 and $97,000 from 1932 
to 1936. 


The average size of loans made in Missouri increased 
immediately after the rate reduction, rising from $122 in 1928 
to $153 in 1931, 15 but it showed a slight tendency to decline in 
subsequent years. This would seem to indicate that although 
lenders may have refused loans of less than $100 1G they did 
not turn away $150 loans. The rate reduction was not drastic 
enough to cause lenders to restrict themselves mainly, as in 
New Jersey, to loans of $200-300, but it has been suggested 
that borrowers of very small sums were forced to resort to 
illegal lenders. 17 


The experience of Missouri shows, then, that the effects 
produced by reduction in the maximum legal rate will vary 
according to the stage of development that the personal 
finance business has achieved when the rate change takes 
place. The data suggest also that a reduction of the legal rate 


15 Rolf Nugent, "Three Experiments with Small Loan Interest Rates." Harvard 
Dus,ness Review, vol. 12 (October 1933) p. 45. 

lemlprc Pe " nsylvani Y e P° rt ’ °P- Cit > P- ,3 - *at in Missouri "those 
^ermers who remained in business practically eliminated loans of $100 or less." 

me Commissioner of Finance made the following statement in the 1933 

T a 2. r 0/ Annual Re P° rts of Personal Finance Companies of Missouri 

aeennVsH are awar * of the continued existence of high rate, unsupervised 

This y l he natUral demand for loans in small amounts. 

the Wk of £ ng fillCd 31 thG preSCnt time by loan sharks because of 

induce th/m T™ °? lhe investraent of regulated licensees to 

lerishtion n7u 5maller am ° Unt - 11 i$ P ossible that ^medial 

l2 wou?d h^a - n8 Ki a S , her rate ° n loans of sma,ler araounts - 5100 or 
less, would be advisable and serve to eliminate these unlicensed lenders " 
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from 3'/ 2 to 2/o percent affects the small loan business much 
less than a drastic reduction such as took place in New Jersey. 

In 1939 the Missouri law was revised by adding a section 
outlawing wage buying and increasing the rate to 3 percent 
on loans of $100 and less. 

CONCLUSIONS CONCERNING CHANGES IN 
MAXIMUM LEGAL RATES 18 

Although there is some variation in the experiences of the 
states analyzed above, there is sufficient similarity to warrant 
a few generalizations as to the effect of changes in maximum 
legal rates on the personal finance business. In all instances 
it is necessary to bear in mind that it is. rate changes from 
one specific level to another that are in point, and that the 
effects of any given change doubtless vary according to the 
level from which the change is made and according to the 
extent of change. 

First, in every case, the number of licensed lenders doing 
business in the state decreased after a reduction in the maxi- 

18 Note by W. L. Crum, Director —This chapter lias implied that it is a mis¬ 
take for maximum charges to be reduced by legislation below a fairly high 
level. Evidence is presented that such rate reductions have in the past had 
one or more of the following effects: driving licensed firms out of business; 
driving customers across state borders; and encouraging unlicensed lenders to 
do business at exorbitant rates. One question suggested to me by these in¬ 
dicated conclusions is whether the general practice of imposing fairly high 
maximum rates by state law docs not force borrowers with good credit rec¬ 
ords to pay the same rates as less reliable borrowers, since under present 
methods of rate control lenders, in order to develop sufficient volume, must 
encourage loans to poor credit risks. The costs of investigation and the credit 
losses on such risks arc relatively high, and must be borne in part by bor¬ 
rowers whose credit rating is good; in other words, they must provide insur¬ 
ance for those whose rating is poor. 

Another question, perhaps even more fundamental, is whether small loan 
credit might not be granted on a more equitable basis if state regulations did 
not set maximum rates at all but employed other devices—publicity of ac¬ 
counts, detailed publication of bases of lending, adequate information to 
borrowers about terms, refusal to enforce contracts involving pledge of col¬ 
lateral unless regulatory requirements had been met—with a view to allowing 
borrowers whose credit is good to benefit from moderate rates. It seems to me 
that rates of charge should be so arranged that such borrowers will not be 
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mum legal rate. If this means a removal of offices to other 
states the adjustment is obviously less difficult for chain lend¬ 
ers than for individual licensees. There was some tendency 
for the number of licensed lenders to decline most sharply in 
those states making the most severe reductions, but the ex¬ 
periences of the various states are not strictly comparable be¬ 
cause the market for loans varies in the different states, the 
different rate reductions were in effect for varying periods of 
time, and the number of licensees operating immediately 
prior to rate reduction varied considerably. 

Second, the volume of outstanding loans declined after the 
rate reduction in all states except Missouri, where the effect 
was indeterminate because the reduction was not to such a 
low level and because the personal loan business had been 
legalized for only two years before the change took place, and 
the industry was still in a stage of rapid growth. In this re¬ 
spect too, however, the different conditions prevailing in the 

9 varying degrees of response to the 

changes. 

forced to carry part of the cost incurred on loans to poor-risk borrowers. I feel 
the more strongly about this because a substantial amount of the loans appear 
to be for expenditures which might reasonably be called postponable, rather 
than for actual emergencies. 

Authors’ Comment —The questions raised by Dr. Crum have not been spe¬ 
cifically dealt with in the present chapter, but they have been considered 
elsewhere in the book. It has been pointed out that the maximum legal rate 
is not necessarily the rate actually charged on all contracts (p. 124), and that 
lenders do differentiate to some degree among their customers, as is evidenced 

y the lower terms quoted to borrowers of superior credit ratine (p. 68 
also p. 156 below). b ^ 

In regard to the suggestion of other devices than rates as a means of insur¬ 
ing a more equitable extension of small loan credit, it has been mentioned 
tnat such devices exist. The Uniform Small Loan Law, under some variation 
o which lenders operate in a number of states, provides for the regulation 

several phases of lenders’ activities in addition to the rates which they 
may charge (pp. 32-83); it requires, for example, that annual reports be filed 
a st ? te supervisory body and that clear statements of loan terms be 

by e Dr t0 CnmT >WerS ’ ^ ** pr ° vidcs for olher devices of the l yP e mentioned 

aJrnlLT c° feHable data l ° indicate exact b "'hat proportion of loans 
ar . 0 “mince postponable expenditures as compared with those that 

are non-postponable (pp. 60 - 65 ). 
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Third, the effect on the average size of loan office, as meas¬ 
ured by loans outstanding, varied in the different states: the 
average size of office increased in New Jersey but decreased in 
Georgia and Tennessee (measured here by employed capital); 
in Missouri and West Virginia it increased and subsequently 
fell. These results may be misleading, however, because they 
have been obtained by dividing the total volume of loans by 
the number of licensees reporting, and it may be that some 
of the reporting licensees were not actually engaged in mak¬ 
ing small loans. To the extent that this was the case the figures 
on average size of office are understated. The figures on total 
volume of loans outstanding (or of capital employed) are 
more significant. 

Fourth, in those states for which data are available the 
average size of loan tended to increase after the maximum 
legal rate was reduced, indicating that at the lower rates lend¬ 
ers do not make as many loans of smaller amount. The effect 
of this on the borrowers of small amounts is to force them to 
seek funds elsewhere, either from other consumer credit agen¬ 
cies or from unlicensed lenders. 

On the other hand, an increase in the maximum legal rate 
was followed, in West Virginia, by increases in the number of 
licensed lenders, in the volume of loans outstanding, and in 
the average size of loan office. In New Jersey the rate increase 
was not followed by an increase in the number of licensees, 
but there was a rise in the volume of outstandings, and also a 
decline in the average size of loan. The fact that the number 
of New Jersey licensees was not restored to the level it held 
before the rate cut can be explained by the financial and 
other requirements of the 1932 small loan law. 
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Relations Among Lenders 


It is broadly true that in all lines of business common inter¬ 
ests provide grounds for the development of cooperative rela¬ 
tions among individuals and firms. In the personal finance 
business the special statutes that exempt licensed lenders from 
the usury laws, and the possibility of change in the pro¬ 
visions of these statutes, have given a particular impetus to 
the development of cooperative relations of the trade associa¬ 
tion type. In order that small loan statutes which will enable 
licensed lenders to operate on a profitable basis may be initi¬ 
ated and maintained it is very desirable that the business 
present its case to public opinion through some kind of co¬ 
operative association. This need for joint effort, and also the 
undeniable public concern about the subject of consumer 
indebtedness and the institutions immediately connected with 
it, necessitate a certain degree of self-policing which further 
encourages the establishment of cooperative relations in the 
small loan business. On the other hand, the nature of the 
business is such that a high degree of competition has devel¬ 
oped among licensed lenders themselves. Also, they find them¬ 
selves, singly or collectively, in increasing competition with 
other kinds of consumer financing agencies. 

COOPERATIVE RELATIONS 

Cooperative relations among personal finance companies have 
arisen primarily from attempts to foster the demand for small 
loans, to protect the interests of lenders collectively, and to 
supply to individual lenders those services that can best be 
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provided by concerted action. There are three general types 
of association, national, state and local in scope, that have 
been organized to meet these needs. 

The need for some national organization to facilitate co¬ 
operative relations among lenders was recognized fairly early, 
doubtless from contacts established at frequent legislative 
hearings, and in 1916 the American Association of Small Loan 
Brokers was formed for this purpose. The first important 
activity of this body was its cooperation with the Russell Sage 
Foundation in drafting the Uniform Small Loan Law. 1 Subse¬ 
quently the name of the organization was changed to Ameri¬ 
can Industrial Lenders Association, and in 1929 the present 
name, American Association of Personal Finance Companies, 
was adopted. The Association is located in Washington, D. C., 
and is the only national trade association in the personal 
finance industry. 

The constitution of this group provides that all persons, 
firms and corporations extending credit subject to regulation 
by small loan laws are eligible to join as “regular members,” 
those operating more than one loan office being eligible for 
one regular membership for each office. In addition any per¬ 
son, firm or corporation not acceptable as a regular member 
but “subscribing to and advocating” the purposes of the Asso¬ 
ciation is eligible for associate membership. About one-third 
of all reported licensees are members, the number having 
increased from 951 in 1929 to 1,417 in 1938, but members of 
the group hold approximately three-quarters of the total vol¬ 
ume of outstanding loans. Only regular members have voting 
privileges, each being entitled to one vote for each member¬ 
ship held. Dues, levied on each regular membership, are de¬ 
termined every year by the Board of Directors as a percentage 
of average loan balances outstanding during the previous 
year. Associate members are charged $10 a year. 

i L. N. Robinson and Rolf Nugent, Regulation of the Small Loan Business 

(1935) pp. 1H-17. 
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The main object of the American Association of Personal 
Finance Companies is to elevate the standards of business con¬ 
duct in the trade and to develop a more favorable public 
attitude toward licensed lending. The importance of these 
functions derives from the history of the small loan business, 
which, as has been pointed out, had its genesis in illegal lend¬ 
ing. Even after the advent of legislation the attitude of the 
public and the actions of certain lenders were still reminis¬ 
cent, in some ways, of conditions that prevailed formerly. 

In order to give direction to its policing functions the Asso¬ 
ciation adopted in 1931 a code of ethics setting forth certain 
standards of business conduct. The code declares that the 
purpose of the industry is to extend loans for constructive and 
emergency purposes, and that members of the industry are to 
cooperate with authorities responsible for the enforcement of 
small loan laws. In addition, it is required that “members 
will explain fully to customers the actual cost, terms and con¬ 
tractual obligations of loan transactions,” and “will use writ¬ 
ten instruments as simple, lucid, and unambiguous as circum¬ 
stances will permit. It is further stated that foreclosures are 
to be kept at a minimum and that members are to “adhere to 
generally accepted standards of business deportment in com¬ 
petitive relations, in advertising, and in their dealings with 
the public.” 

The public relations activities of the Association consist 

mainly of issuing pamphlets explaining the operations and 

economic functions of the industry, and in publicizing the 

point of view of the lenders when their interests are attacked. 

The Association also publishes a monthly magazine (Personal 

Finance News) covering matters of interest to members, and 

m various ways it serves in an advisory capacity on matters of 
lending practice. 

A Roster of Personal Finance Companies, published annu¬ 
ally by the Association, contains the name and address of 
every known licensee, thus enabling lenders to avail them- 
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selves of an indirect kind of collection service: if a customer 
moves out of the state a licensee can request a lender in the 
region where the borrower is newly settled to collect the ac¬ 
count. Members provide this service for one another without 
charge. A list of credit information exchange bureaus, which 
is also included in the Roster , enables lenders readily to locate 
possible sources of information about loan applicants. 

Another activity of the Association is the maintenance of 
an advertising committee for information and advice to mem¬ 
bers. This committee also maintains a watch on the advertis¬ 


ing activities of other consumer credit agencies in order to see 
that the small loan industry is not adversely affected. 

The American Association of Personal Finance Companies 
provides in its constitution for a National Council, the func¬ 
tion of which is to maintain contacts between the national 
association and the various state associations. The National 
Council consists of the officers and chairmen of the national 
association’s standing committees, and also representatives of 
the state associations. National Councilors keep the Associa¬ 
tion informed on the general condition of the personal 
finance industry in their respective states, and on the impor¬ 
tant policies and actions of their state associations, at the same 
time keeping state associations informed as to the policies and 
actions of the national association. 


In August 1938 there were 27 voluntary state cooperative 
associations of licensed personal finance companies. With the 
exception of the Ohio association these do not employ paid 
officers, and their function is to carry out, on a state wide 
scale, activities similar to those of the national association.- 
The state association represents the licensed lenders at legis¬ 
lative hearings in the event of a proposed reduction in the 
maximum legal rate, the national association leaving this re¬ 
sponsibility to the association of the state directly involved. 


2 They arc often assisted in their association activities by the paid public 
relations workers of the larger chain lenders. 
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The state association also acts to police its members, and 
lenders who violate the code of ethics drawn up by the na¬ 
tional association are subjected to considerable pressure, both 
from the association and from its individual members. 

The third type of cooperative body, the local organization, 
is made up of licensed lenders who act together mainly for 
the purpose of establishing and maintaining a credit informa¬ 
tion exchange bureau. This is a service of particular impor¬ 
tance to lenders, not only because of its bearing on the main¬ 
tenance of adequate credit standards but also because the 
spirit of the Uniform Small Loan Law is that no borrower 
should be indebted to personal finance companies at any time 
for more than $300. At times the local groups also serve as 
collection agencies when the customers of licensees move from 
one city to another. 


COMPETITIVE RELATIONS 3 


Of the many forms in which competition expresses itself in 
this business, the most important from the consumers’ view¬ 
point is probably the rate charged for credit services. In the 
personal finance business the upper limit to rates that can be 
charged by licensees is set by the provisions of the various 
state small loan laws. There is a tendency for rates charged by 
lenders to approach the legal maximum, but competition 
among lenders is reported to bring rates below this level in 
some localities and to ease certain other terms of the loan con¬ 
tract . 4 For example, in a state with a maximum 3 V 2 percent 
flat rate a company may be found to be charging 3 percent on 


* For a more detailed discussion of competition in the field of consumer credit 
with particular reference to personal finance, see T. O. Yntema. “The Marked 

rate was 3y£ percent per month on unpaid principal balance* ^ 

taw charged was 2.89 percent (p. 20). P P P ° K ’ the avera 8 e 
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the first §100 of each balance, 2 percent on the second §100, 
and 1 percent on the remainder. Price concessions may be 
made also on preferred risk loans, the most frequent example 
of this type being teacher loans, on which the rate may be a 
flat 2 or 2]/ 2 percent although the legal maximum is 3 or 3*4 
percent. The general willingness to make price concessions of 
tiiis kind is indicative of the lower cost incurred on such 
loans, and of the desire of licensees to increase the proportion 
of their funds invested in these directions. 

Competition may also take the form of concessions on the 
non-price conditions of the loan contracts; easier periods of 
payment, waiving of security demands, less burdensome col¬ 
lection procedures and other inducements may be adopted. 
The speed with which loans are made, and the confidential 
character of the lending arrangements, are often cited by com¬ 
panies as differential advantages that borrowers should take 
into consideration in choosing a lender. 

Another form of competition is the amount of money that 
will be advanced to any one borrower. In general, the larger 
the loan carried by any given individual the greater the 
chance of default, unless the borrower’s income is relatively 
high, but some lenders are willing to take the additional risk 
in order to increase their loan volume, and thus they will 
offer a larger loan, relative to the borrower’s income, than 
will other lenders. Other less direct forms of competitive ef¬ 
fort manifest themselves in advertising practices, including 
efforts to gain the most convenient and attractive location for 

loan offices. . 

Competition between personal finance companies and 

other similar agencies, such as industrial banking companies, 
the personal loan departments of commercial banks, and sales 
finance companies, is becoming increasingly important. In 
most states commercial banks and industrial banking com¬ 
panies are allowed to make larger loans than personal finance 
companies, but they have actively entered also into the lent - 
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ing of amounts up to $300. The credit services extended by 
sales finance companies are also in many ways comparable 
with those offered by the personal finance companies, al¬ 
though the form of the borrower-lender relationship may 
tend to hide the similarity. 

In all agencies engaged in consumer lending the trend of 
development seems to be toward greater diversification of 
credit activities. Thus a company making cash loans may in 
addition encourage borrowing to finance a commodity pur¬ 
chase, or may operate a sales finance affiliate or subsidiary; a 
sales finance company, through special offices or affiliated 
companies, may actively engage in the small cash loan busi¬ 
ness; and commercial banks are likely, if they set up a per¬ 
sonal loan department, to diversify their business as far as 
possible. As a result there is a complicated competitive situa¬ 
tion among the agencies supplying consumer credit: compa¬ 
nies that might operate in fairly distinct markets, if it were 
not for this general diversification of activities, find them¬ 
selves offering, in effect, the same services to substantially the 
same market. 

Finally, where maximum legal rates are low there is a cer¬ 
tain amount of competition between licensed and unlicensed 
lenders—particularly in regard to middle-size loans, since the 
licensed lenders cannot afford to grant many smaller loans 
and the high rates of the unlicensed lenders cannot attract 
many borrowers of larger sums. And in such states the li¬ 
censed lenders may also have to face the competition of 
licensed lenders in neighboring states where the laws permit 
higher rates; after the rate reduction in New Jersey, for ex¬ 
ample, many lenders, as was mentioned above, moved to 
nearby towns in Pennsylvania and continued to make loans to 
New Jersey customers in competition with the small loan 
companies that had remained in that state. 

Certain characteristics of the personal finance business 
doubtless serve to limit the degree of competition prevailing 
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in this field. The loan office itself is distinctly local in its 
operations, serving a necessarily limited market; it is impos¬ 
sible for a large number of licensees to operate in one locality 
and thus create any high degree of competition. The number 
of offices in a single community is also influenced in certain 
states by small loan legislation that instructs supervisory au¬ 
thorities to limit the granting of licenses to suit the “con¬ 
venience and advantage of the community.” 

It is questionable, however, whether rate competition 
among many offices in a community would be as likely to lead 
to lower rates as would competition among only a few offices. 
If the number of offices in a community is small, and hence 
the average size of office relatively large, the resultant econ¬ 
omies of operation may stimulate a more severe rate competi¬ 
tion than would be the case if offices were of relatively small 
size. In some states the legal limitation as to number of offices 
in a community makes it possible for the average size of office 
to increase rapidly without recourse to aggressive competition. 

It is not possible, however, to make statements of general 
validity on these points. The form and extent of competition, 
or the lack of it, are determined by the special circumstances 
attending specific situations. The effects of rate competition 
depend on the amount of the rate cut, the extent to which the 
cuts are met by other lending agencies, the amount of adver¬ 
tising and general sales promotion effort which accompany 
the rate change, and the period of time over which the lower 
rates are maintained. From the point of view of business 
profits the desirability of rate cutting depends on the resultant 
changes in total receipts and in costs of operation; and the 
nature of the market is such that a short-run rise in total re¬ 
ceipts from increased borrower demands at lower rates is not 
to be expected. In certain circumstances, such as a situation 
of impending legislative action aimed at further regulation of 
the small loan business, rate cuts might be considered advan- 
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tageous even if they did not result in an increase in total 
business receipts. 

The character of the borrower-lender relation is such that 
small changes in rates are unlikely to cause borrowers to shift 
from one lender to another, 5 although a substantial rate cut 
may have this effect, increasing the volume of business done 
by the rate cutting firm at the expense of its competitors. It 
might be noted that the shifting of borrowers from one lender 
to another does not necessarily wait upon the normal paying 
out of a given borrower’s account over the contractual period. 
There is apparently a good deal of paying off of loans from 
one lender by means of funds borrowed from another lender, 
but there is no evidence to indicate the extent of this practice. 

The method of quoting rates on small loans often confuses 

borrowers and renders difficult a comparison of terms offered 

by different licensed lenders, particularly in those few states 

where it is permissible for small loan companies to charge 

fees. Borrowers have even greater difficulty in comparing 

terms offered by different types of consumer credit agencies, 

and competition would doubtless be increased considerably if 

all agencies quoted terms on a uniform basis, either in dollars 
or in percent. 

A final aspect of the competitive situation in the small loan 
market is the interchange of credit information among vari¬ 
ous lenders. Undoubtedly, both from the social point of view 
and from that of the individual lender, a complete inter¬ 
change of information on the instalment-debt position and 
record of the individual borrower is greatly to be desired 
Under such conditions the costs of investigation and the risks 
of lending would be reduced substantially, and the likelihood 
Of any given borrower receiving a total of credits in excess of 
his capacity to pay, thus involving himself in severe financial 
straits, would largely be obviated. The possession of credit in¬ 
formation, however, is sometimes viewed by individual lend- 

5 See T. O. Yntema, op. cit., p. 83. 
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ers and by groups as an important asset, not to be shared with 
competitors. In fact, personal finance companies publicize 
widely the private or confidential treatment they accord all 
loan applications, implying that borrowings will not be dis¬ 
closed to any agency, employer or other person who might 
use the information to the borrower’s detriment, at least in 
the latter’s judgment. Consequently the growth of an ade¬ 
quate interchange of credit information between personal 
finance companies and other agencies has been inhibited, 
though such interchange lias developed to a certain degree 
among personal finance companies themselves. Moreover, the 
intensification of competition among various types of con¬ 
sumer credit agencies during recent years has tended to the 
breakdown of previously well-established credit information 
agencies. The situation varies, of course, in different com¬ 
munities; some have very complete agencies while others are 
almost entirely lacking in such facilities. 
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